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Preface 


The idea for writing this book began just after Lehman 
Brothers collapsed in the fall of 2008. For the previous two 
years, my colleague Jim Crotty had been giving me almost 
daily briefings about the oncoming train wreck of our 
financial system so I was not completely surprised. But I 
was concerned that many progressive economists were not 
ready to weigh in on this disaster with analyses and policy 
proposals to help shape the government response that 
would follow. I knew that mainstream financial economists, 
some with ties to Wall Street, were already making 
pronouncements about needed financial regulations and 
actions, and I feared that many of these ideas would 
amount to unfair and costly banker bailouts. 


By the spring of 2009, Congress and the Obama 
administration were developing plans to reform the 
financial system. In order to inject critical and progressive 
ideas into the debate, Jane D’Arista, a financial expert, 
economist, and former congressional staffer; Jennifer Taub, 
a lawyer and expert on the financial system; and I created 
an organization of economists and lawyers to analyze the 
failings of our financial system and help devise and 
promote policies to restructure the financial industry. We 
named our. organization SAFER, which somewhat 
awkwardly stands for a committee of economists and other 
experts for Stable, Accountable, Fair, and Efficient 
Financial Reform. 

Some of us from SAFER joined forces with the Americans 
for Financial Reform (AFR), a newly created and feisty 
group in Washington whose goal was to act as a 
counterweight to the massively powerful financial industry 
lobby and to push for true reform of the financial system. 
Led by Lisa Donner and Heather Booth, AFR brought 
together seasoned and skilled lawyers, financial analysts, 
political tacticians, and community organizers to try to 
convince Congress to pass an effective legislative response 
to the Great Financial Crisis. 

SAFER was only a bit player in the drama that followed. 
But working with these groups was an eye-opener for me. It 
gave me a firsthand appreciation that Wall Street did not 
have the field to themselves in the fight over financial 
reform. Reform groups had mobilized, and some members 


of Congress were highly motivated to rein in the excesses 
of the financial system. But the experience also made it 
clear that the banks’ financial resources far outweighed 
those on our side. Worse yet, I could see that it was not just 
the financial resources that gave the banks a huge edge but 
what the financial resources could buy that really made a 
difference. Wall Street’s money paid for lobbyists, 
economists, lawyers, and Congress members to support 
them. This club was well financed and highly effective. 
Through SAFER’s work in this battle, I often came across 
the claim that finance is too technical to understand for 
those of us outside the “industry.” We were told that we 
should leave the details to the lawyers, economists, and 
practitioners at the banks and the regulatory agencies who 
had the “expertise” to craft the financial reform laws. It is 
certainly true that aspects of finance, financial law, and 
regulation are complex and have technical components. But 
it is also true that the financial industry makes things much 
more obscure by designing financial products and pushing 
for legislation and regulatory rulings that make it easy for 
them to navigate around the laws, and hard for everyone 
else to understand them. Complexity and obscurity is Wall 
Street’s self-designed friend. Our job was to break apart 
this complexity, and shed light into the dark corners of 
obscure legislation and regulatory rulings. We at SAFER 
wanted to explain things in simpler, clearer language to 
help us fight for simple, clear, and strong laws and 
regulations. I have this goal in writing this book as well. 


Following the passage of the flawed Dodd-Frank 
Financial Reform Act, I decided to write this book to help 
explain why the financial crisis had been so intense and 
why the financial reform response was so weak. My work 
with SAFER and AFR gave me a strong clue. The source of 
both the intensity of the crisis and the weakness of the 
response was essentially the same: the power of a 
collection of big financial institutions and their supporters 
that have acquired a huge amount of political power. 
Busting the Bankers’ Club identifies these groups, and 
profiles their roles and actions. My goal is to help readers 
break through this fog of artificially created complexity and 
obscurity around finance to reveal the camouflaged club of 
supporters that big banks and other financial firms mobilize 
to support and defend them. 

Busting the Bankers’ Club also shines a light on the Club 
Busters, the individuals and groups that are fighting to 
reform our system, and highlights their ideas for making 
finance work better for the rest of us. 

This book also tries to bring these issues up to date. 
These days, the financial firmament is filled with fads and 
fights over cryptocurrencies and other new financial 
technologies. The political struggle to regulate these new 
technologies is fraught with many of the same forces and 
dangers as the fights that led up to the financial 
deregulation of the 1990s and the outbreak of the Great 
Financial Crisis in 2007-2009. 


At least one mea culpa is in order here. The focus of this 
book is squarely on the financial and political system of the 
United States. I am well aware that finance is global and 
that many issues I discuss here have important 
international aspects associated with them. I do discuss 
some of these from time to time, but they are not fully 
addressed by any means. One excuse is that there are other 
recent excellent books that discuss these issues, including 
Jane D’Arista’s All Fall Down, Michael Ash and Francisco 
Loucas’s Shadow Networks, Adam Tooze’s Crashed, and 
Ilene Grabel’s When Things Don’t Fall Apart. But my real 
excuse is that I could not tell this story in the depth I 
believe it needs if I also included a serious discussion of the 
key international dimensions. Luckily—or not—the US 
financial system is at the center of the global financial 
markets and many of the forces emanate from the United 
States to the rest of the world, rather than vice versa. 

The questions of blame for the problems in our financial 
system and the possibility for reform pervade this book. 
Here I have taken some guidance from my undergraduates 
at the University of Massachusetts. For more than ten 
years I have taught a class entitled Finance and Society. 
Early in the semester, I ask the students, “Who is to blame 
for the Great Financial Crisis?” Most say that the blame lies 
with the big banks who took excessive risks with other 
people’s money. They ascribe their behavior to unfettered 
greed, selfishness, and even corruption. But other students 
say it was the government which didn’t do enough to 


prevent the banks from being so reckless. Many in this 
latter group said something to this effect: “After all, we live 
in a Capitalist system. In that system, businesses, including 
banks, are supposed to pursue the maximum profits, and do 
whatever they can do to further their own self-interests. 
That’s the way capitalism works. It is up to the government 
to stop them from going too far.” 

Both sides make a good point. Capitalist economies 
thrive on the pursuit of profit and on market competition. 
Pursuing self-interest is part of the design, and competition 
often drives people to do what they otherwise might not 
want to do. But markets, and especially financial markets, 
often fail. History shows that they often fail when they 
allow greed to run amuck, or as one of my students said, 
when they allow greed to be weaponized. In a capitalist 
economy, competition and self-interest drive people—even 
those who are not especially greedy—to make economic 
decisions that in the end might be harmful for society. 
Without social guardrails, we have seen that the financial 
system can generate enormous wealth and a cultural 
glorification of greed that can take on a life of its own: as 
Gordon Gecko asserted in the movie Wall Street: “Greed is 
good!” 

The great anthropologist Karl Polanyi wrote in his classic 
The Great Transformation that certain facets of our society, 
especially those that provide the lifeblood of our economy, 
such as labor, natural resources—and money, need to be 
socially regulated if we are to avoid catastrophes. The last 


section of this book identifies initiatives that the Club 
Busters and others have proposed that can make our 
financial system safer, more stable, and provide the 
financial services our society needs to confront the critical 
Challenges we face. Success will depend on the quality of 
the ideas for financial reform and reconstruction that the 
Club Busters promote. But the outcome will also hang on 
the balance of political forces in our society between the 
Bankers’ Club and the rest of us. 

Who will win? It might well depend on which side we 
choose to be on. 
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SECTION I 


From Boring to Roaring 
Banking 


The Jekyll and Hyde of 
Finance 


You might recall Robert Louis Stevenson’s story, The 
Strange Case of Dr. Jekyll and Mr. Hyde (1886). It’s the tale 
of a London detective who investigates a series of strange 
occurrences between his old friend Dr. Henry Jekyll and a 
murderous criminal named Edward Hyde. It is revealed at 
the end that Jekyll and Hyde are the same person, with 
Jekyll transforming into Hyde via a chemical concoction he 
takes to live out his darker urges.+ 

Strangely enough, economic history shows that our 
financial system has a Jekyll and Hyde quality to it: finance 
is an essential and highly productive part of our economic 
system; but the financial system can also be a source of 
stagnation, instability, inequality, and crisis. In fact, we do 
not need to look far to see the valuable roles that our 
financial system can play in our daily lives: we rely on it to 


get mortgages to buy a home, or for a loan to buy a car; 
many of us need to borrow to finance our college 
education; we use banks to hold our savings, and to provide 
checking accounts, ATM cards, or cash to pay for stuff we 
want and need. In an emergency, we might need a short- 
term loan just to get by. For those of us who have the 
wherewithal to save, we rely on financial advisors and 
brokers to help us invest our funds in financial markets 
where stocks, bonds, and other financial assets are bought 
and sold. We use financial institutions to store or invest our 
Savings to pay for education for ourselves, our kids, and to 
finance our retirement. Companies large and small need 
financing to build new factories, innovate with new 
equipment, or sometimes just to make it from the 
beginning of the month to the end. And governments— 
municipal, state, and federal—need to pay for big ticket 
investments that last a long time: schools, public housing, 
water infrastructure, roads, bridges, buildings, and to make 
the transition from fossil fuels to green energy. 

This positive face of finance is crucial to the well-being of 
a modern capitalist economy like ours. But all too often, the 
destructive face of banking and financial markets takes 
over. The most dramatic example in recent years occurred 
when the world’s bankers brought the global financial and 
economic system to its knees in 2007-2009. The economic 
and social costs of this Great Financial Crisis are mind- 
numbingly large. In a careful, but conservative estimate of 
the costs to the United States, economists from the Federal 


Reserve Bank of Dallas found that “the 2007-2009 financial 
crisis was associated with a huge loss of economic output 
and financial wealth, psychological and skill atrophy from 
extended unemployment, an increase in government 
intervention and _ other’ significant costs ... We 
conservatively estimate that 40 to 90 percent of one year’s 
output ($6 trillion to $14 trillion, the equivalent of $50,000 
to $120,000 for every U.S. household) was forgone due to 
the 2007-2009 recession.” Better Markets, a Washington 
think tank, came up with a similar estimate. 4 

To make matters worse, these costs were not shared 
equally among people and communities. Take, for example, 
the huge loss of wealth that families experienced because 
of the collapse of the housing bubble and stock market 
during the financial meltdown. According to a Pew 
Research Center analysis, because of the Great Financial 
Crisis the wealth gaps between White, Black, and Hispanic 
people rose to record levels. More specifically, with the 
bursting of the housing market bubble in 2006 and the 
recession that followed from late 2007 to 2009, inflation- 
adjusted median wealth fell by 66 percent among Hispanic 
households, 53 percent among Black households, and just 
16 percent among White households. Following these 
declines, the typical Black household had just $5,677 net 
wealth (assets-debts) in 2009; the typical Hispanic 
household had $6,325 in net wealth, compared with the 
typical White household which had $113,149 in net wealth. 
The housing collapse associated with the financial crisis 


also affected different regions differently; and where the 
collapse was strongest, the recovery was weakest. 2 

Moreover, in less dramatic fashion, on a day-to-day basis, 
many people, especially those in marginalized communities, 
have little or no access to cost-effective financial services at 
all. And most others must pay high fees for the services 
they can purchase. 

Why does the financial system have this two-faced 
nature? By doing a quick tour of some giants of economic 
thought we can see how economists have grappled with the 
Jekyll and Hyde of finance. We start with Josef Schumpeter, 
famous for coining the term “creative destruction”—now 
commonly called “disruption”—and for praising the key 
role of the entrepreneur and innovation in forging 
economic progress. Schumpeter argued in his Theory of 
Economic Development that banks are key institutions that 
provide entrepreneurs with the financial resources they 
need to create new businesses, new technologies, and new 
innovations. He would have applauded today’s venture 
capitalists who serve that function for America’s high-tech 
start-ups. 

Alexander Gerschenkron, a Harvard economic historian, 
also cited the key importance of finance in the process of 
economic growth and development. In his famous 1962 
article “Economic Backwardness in Historical Perspective,” 
Gerschenkron argued that countries that developed after 
the lead countries of the United Kingdom and the United 
States, so-called late developers, needed to use financial 


institutions, such as investment banks and government 
banks, to amass the wealth required to invest in advanced 
industrial production. For Gerschenkron, the process of 
economic development can be greatly aided by financial 
institutions and markets that gather finance and allocate it 
for productive purposes. Gerschenkron used _ this 
framework to explain how France and Germany utilized 
their government and private investment banks to catch up 
with British industry in the late nineteenth and early 
twentieth centuries. MIT economist Alice Amsden brought 
Gerschenkron’s story up to date in 2001 by showing the 
key role played by government development banks in 
combination with government-led industrial policy in the 
success stories of the “late, late developers,” such as South 
Korea, Taiwan, and China in the late twentieth century. * 

Thus, to these economists, financial institutions and 
markets play a key role in supporting economic growth and 
transformation. 

Other economists have better grasped the dual nature of 
capitalist financial institutions and markets. Karl Marx saw 
the positive role that finance could play in capitalism by 
promoting capital investment in factories and equipment, 
the “accumulation process,” as he called it. But he was also 
keenly aware of the Mr. Hyde of finance: Marx saw 
firsthand how the speculators and financiers in nineteenth- 
century London created financial bubbles of dizzying 
heights which would eventually burst and bring the system 
to its knees. 


John Maynard Keynes, the British economist who 
transformed the field of macroeconomics in the 1920s and 
1930s, was deeply ambivalent about finance. Like 
Gerschenkron, he noted the important role finance played 
in providing funds for modern industry. But at the same 
time, Keynes was an acute analyst of finance’s role in 
helping to bring about the Great Depression, including its 
role in the stock market crash of 1929. Keynes was 
especially concerned about the negative role that financial 
“speculation” could have on the stability and effectiveness 
of the financial system. Generally, speculation is used to 
mean investing in the hope of reaping a short-term profit in 
an uncertain situation. Keynes meant something a bit more 
specific: financial investment in stocks, bonds, real estate, 
or other financial assets, taken not on the basis of 
calculations of the profitability of the underlying business 
or activity—what Keynes called “enterprise”—but rather 
based on the expectation that other investors were going to 
bet on those particular financial assets. Keynes likened this 
process to a “beauty contest” based on photographs in 
British newspapers, where the winner was the contestant 
who chose the photograph chosen by the largest number of 
other contestants. To win, contestants would try to guess 
what the other contestants were going to guess. Any 
“objective” assessment of beauty—such as it was—became 
secondary or even irrelevant. 

In other words, in deciding whether to buy Widget Inc.’s 
stock, investor Joe wouldn’t care whether the company was 


profitable or had a good business plan, but only whether 
Tom, Dick, and Harry were going to invest in it too. For, if 
they did, they would drive up Widget’s stock price, allowing 
Joe to sell the stock and earn a hefty short-term capital 
gain. In this environment, Widget Inc. would attract 
financing not because it had a good investment idea or a 
great product line, but because everybody thought 
everyone else believed it did. Hence, they would send 
financial resources, not necessarily to where they were the 
most productive, but where people thought they could get 
the biggest short-term bang for the buck. 

Such speculation, according to Keynes, could lead to 
fads, fashions, and even to financial bubbles and crashes. 
Keynes understood that such financial speculation was 
common in capitalism, but he thought it could become a big 
problem if it got out of hand. 

Keynes wrote the following in his transformative 1936 
book The General Theory: 


Speculators may do no harm as bubbles on a steady stream of enterprise. 
But the position is serious when enterprise becomes the bubble on a 
whirlpool of speculation. When the capital development of a country 
becomes a by-product of the activities of a casino, the job is likely to be ill- 
done.2 


US economist Hyman Minsky, a follower of Keynes, had 
plenty to say about financial markets gone bad. Minsky, 
largely ignored for most of his career by the mainstream of 
the economics profession, had been arguing for years that 
capitalist financial markets inherently cause bouts of 


instability and crisis. In his “theory of financial instability,” 
Minsky argued that financial booms and busts result from 
bouts of investor optimism as the economy grows, only to 
be followed by waves of pessimism as the economy slows 
and possibly crashes. When the Great Financial Crisis of 
2007-2009 hit, John Cassidy of the New Yorker brought 
Minsky out of obscurity when he told readers that they 
were living through a “Minsky Moment” of great financial 
instability. Minsky argued that in such moments, the 
government would come in to bail out the financial system 
—just as it did during the financial crisis—thereby causing 
the whole cycle of financial instability and government 
bailout to start over again. Still, as critical as Minsky was of 
the instability-inducing dynamics of modern financial 
markets, he believed that finance, with all its destructive 
aspects, is still a necessary aspect of a thriving capitalist 
economy. Minsky well understood the two faces of capitalist 
financial markets. 

James Tobin highlighted another potential problem with 
capitalist financial markets. Tobin, a Nobel laureate who 
taught at Yale from the 1950s until the 1980s, was a 
pioneering analyst of financial institutions and markets and 
spent much of his career identifying their positive effects. 
In his later years, however, Tobin became skeptical about 
the efficiency and social value of late twentieth-century 
financial institutions and markets. His concern was not 
specifically about the occasional financial panics and 
crashes that afflicted capitalism, but rather, the costly 


inefficiency and day-to-day misallocation of our nation’s 
resources when the financial system became bloated. In 
particular, Tobin expressed concern that with the 
accelerating growth of the financial markets and 
institutions in the 1970s and 1980s “we are throwing more 
and more of our resources, including the cream of our 
youth, into financial activities remote from the production 
of goods and services, into activities that generate high 
private reward disproportionate to _ their _ social 
productivity.”® Note this was written in 1984 when the 
financial sector was much smaller than it became in the 
twenty-first century. 

Tobin’s warning about financial “activities that generate 
high private rewards,” such as speculation, versus those 
that promote “social productivity” and provide benefits for 
many, is crucial for understanding the shortcomings of our 
modern financial system and what we can do to correct 
them. 

All of these concerns about the negative face of finance 
have appeared in the foreground of economists’ writings. 
But there is an underground discussion as well that 
professional economists may feel uncomfortable with that 
is often at the forefront of the public’s consciousness. I am 
referring here to the fact that financial activities are well 
known to be subject to corruption and manipulation. 
Economists have been wary of giving too much attention to 
these unsavory concerns, which they often see as 


aberrations of well-meaning, if sometimes selfish, mistaken, 
and even greedy financiers. 

But Nobel Prize winners George Akerlof and Paul Romer 
broke this silence among mainstream economists when 
they wrote a widely read article in 1993, “Looting: The 
Economic Underworld of Bankruptcy for Profit,” identifying 
conditions that lead bankers to strip their clients and banks 
of their assets, especially if they think they can get away 
with it. Their article nudged economists to analyze the 
range of corrupt and manipulative practices that financiers 
have used to separate people from the wealth. For example, 
the US government’s Securities and Exchange Commission 
(SEC) lists almost a dozen of such practices, including 
Ponzi schemes, which the SEC defines as “an investment 
fraud that pays existing investors with funds collected from 
new investors.” Ponzi scheme organizers often promise to 
invest your money and generate high returns with little or 
no risk. But in many Ponzi schemes, the fraudsters do not 
invest the money. Instead, they use it to pay those who 
invested earlier and may keep some for themselves. With 
little or no legitimate earnings, Ponzi schemes require a 
constant flow of new money to survive. When it becomes 
hard to recruit new investors, or when large numbers of 
existing investors cash out, these schemes tend to collapse. 
Ponzi schemes are named after Charles Ponzi, who duped 
investors in the 1920s with a postage stamp speculation 
scheme. + 


WHICH FACE OF FINANCE WILL SHINE AT ANY GIVEN TIME? 


The work of economic historian Charles Kindleberger offers 
us some clues into whether we will confront Mr. Jekyll or 
Mr. Hyde at any particular time. In his aptly titled book, 
Manias, Panics and Crashes, he described in meticulous 
detail how, on a global level over five centuries, financial 
crises have been what he called “a hardy perennial.” 
Kindleberger showed that over a five-hundred-year period, 
a major set of financial crises occurred roughly every seven 
years. Figure 1 from Carmen Reinhart and Kenneth Rogoff 
illustrates these periodic crises for a more recent span of 
history. 
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Figure 1. Proportion of countries with banking crises, 1900- 
2008, weighted by their share of world income. Source: 
Reinhart and Rogoff (2008). 


The figure shows the percentage of the countries in the 
world that experienced banking crises each year, over more 
than one hundred years, from 1900-2008. It clearly 
illustrates the crisis periods: 1907, World War I, the Great 
Depression of the 1930s, the developing country crises of 
the 1980s and 1990s, and, of course, the great financial 
meltdown of 2007-2009. 2 

Two points stand out here. First, as Charles Kindleberger 
said, financial crises are, indeed, a hardy perennial of 
capitalism. The ups and downs of financial and banking 
crises over the sweep of the last hundred years are 
breathtaking. But the second point is more intriguing: If 
you look at the period between World War II and 1980, we 
see a long period of financial tranquility. This was a period 
of virtually no banking crises anywhere in the world. This 
was also a period of rapid economic growth, both in the 
United States and in other places, including Europe and 
Japan. 

Why did we have this period of relative financial calm 
and rapid economic growth? A central factor was the 
strong financial regulations that were implemented during 
Franklin Delano Roosevelt’s (FDR’s) New Deal in the 
1930s, along with similar regulations in other parts of the 
world. These financial regulations greatly restricted the Dr. 
Hyde impulses of bankers, while incentivizing more socially 
productive financial activity. To use Keynes’s terms, these 
regulations encouraged investment in “enterprise” and 
limited “speculation.” 


A second, though less well-known factor was also at play. 
Public banks and financial institutions, with a _ strong 
orientation toward serving social needs rather than toward 
maximizing private profit, played an important role in the 
US economy and abroad. For example, the New Deal 
financial reforms promoted “mission oriented” financial 
institutions to promote housing, small business, and state 
and local financing. A postal banking system was in place 
until the early 1950s. A public system of rural farm credit 
and domestic educational and housing support was also 
created, albeit, as I discuss below, in a highly racially 
discriminatory manner. In Europe, public financial 
institutions were dominant in many countries: banks were 
nationalized in France, and a system of regional public 
financial banks were set up in Germany, for example. ? 

These publicly oriented financial institutions and services 
helped to allocate credit to socially productive areas— 
housing, education, small businesses, and infrastructure. 
They complemented the purely profit-driven capitalist 
financial institutions, providing important stabilizing and 
socially productive financial services. In short, these 
publicly oriented types of financial entities helped to 
counter-balance the Hyde face of private, for-profit finance. 

To be sure, strong financial regulations and an important 
role for public financial institutions are only part of the 
explanation for the financially stable and _ relatively 
prosperous period following the Second World War. Other 
important aspects included a period of relative world 


peace, social protections, an effective welfare state in the 
United States and Europe, strong labor unions, and 
limitations on instability inducing flows of international 
capital, among other factors./2 Still, strong financial 
regulations and a significant presence of publicly oriented 
financial institutions who eschew the maximization of 
private profits were key. 

The puzzle, however, is this: If we know the main 
requirements for a socially productive financial system, 
then why don’t we have one? The answer is that financial 
reform and reconstruction is blocked by powerful, private 
financial institutions, their CEOs and top management, and 
their major investors and owners who make much larger 
salaries, bonuses, and profits when these banks and other 
financial institutions are lightly regulated and when they 
don’t have to compete with publicly oriented financial 
institutions. These bankers wage a massive political fight 
against financial regulation and the promotion of publicly 
oriented financial institutions. 

Since the 1980s, these bankers have been spectacularly 
successful in their political battles against regulation and 
reform. Not only have they succeeded in _ largely 
dismantling the tight financial regulations implemented by 
FDR’s administration during the New Deal, they have also 
been able to ward off many new regulations in the 
aftermath of the Great Financial Crisis of 2007-2009. The 
bankers were able to win many of these battles despite 
public anger at the multitrillion dollar bailouts the bankers 


received from the taxpayers when the Great Financial 
Crisis hit. And to add insult to injury, just ten years later, 
when the COVID-19 pandemic was announced in March of 
2020 and a global financial panic ensued, the major 
financial institutions and markets were once again lent 
trillions of dollars at low interest rates by the US 
government and US Federal Reserve to sustain their 
operations and profits. 

The political prowess and staying power of the major 
bankers despite the major costs they have imposed on our 
economy are remarkable. As Dick Durbin, Democratic 
senator from Illinois complained at the height of the Great 
Financial Crisis in 2009: “the banks, hard to believe in a 
time when we’re facing a banking crisis that many of the 
banks created, are still the most powerful lobby on Capitol 
Hill. And they frankly own the place.” 

How can that be? The answer is that the bankers have 
mobilized and organized a lot of “friends,” namely the 
“Bankers’ Club,” to protect and enhance the banks’ power. 
This club consists of the “usual suspects”: the major 
financial institutions themselves, senators, members of 
Congress, even presidents to whom they give campaign 
money and other lucrative favors. But the Bankers’ Club 
also consists of other individuals and institutions who might 
be less obvious but are equally important: financial 
regulatory agencies such as the SEC and the Office of the 
Comptroller of the Currency (OCC), the Federal Reserve 
(the US central bank), many lawyers, other businesses big 


and small, and far too many members of my own profession 
—economists. These Club members help promote the 
interests of the banks even when those interests clash with 
what society as a whole needs, and in doing so they become 
a powerful social and political force that stands in the way 
of our ability to create a more socially productive and fair 
financial system. 

The ability of the bankers to mobilize their Club to stop 
financial regulations, block public financial institutions, and 
to promote government bailouts in crisis times creates a 
self-reinforcing loop in which the financial institutions are 
able to earn higher incomes and profits, use their “money 
spigot” to shower politicians with campaign contributions, 
offer good-paying jobs to economists, lawyers, and former 
financial regulators, and thereby keep the Club together 
and powerful. In the process, this self-reinforcing loop of 
income, profits, and wealth has helped to create enormous 
inequalities in income and wealth in the United States. 

Fortunately, the Bankers’ Club has opponents. For one 
thing, the Club faces a powerful, though usually latent 
force of disgruntled and even angry Americans. A Gallup 
survey in 2022 found that 56 percent of Americans, 
including majorities of both Republicans and Democrats, 
thought that banks and other financial institutions have a 
negative impact “on the way things are going in the 
country these days.”* Popular culture does not treat 
bankers and financial institutions kindly either, as 
blockbuster movies like Wall Street, The Wolf of Wall 


Street, The Big Short, and Margin Call show. Nonetheless, 
while the public is a latent force of opposition, most of the 
time, the majority of Americans, disgruntled though they 
may be, don’t get involved in the nitty gritty of banking 
regulation and reform. 

Fortunately, skilled and energetic groups of financial 
reformers, in Congress, regulatory agencies, the academy, 
philanthropies, think tanks, and labor unions, have been 
fighting for financial reform and for public financial 
institutions such as public banks. Many of these groups 
became energized at the time of the Great Financial Crisis, 
but before that, many activists and reformers had been 
fighting against racial discrimination in banking, predatory 
lending, and consumer protection in the financial services 
industry. More recently, many activists around the country 
have been fighting for public banking and other financial 
reforms, including limiting banks investments in the fossil 
fuel industry. These groups and individuals make up what I 
call the “Club Busters.” 

In Busting the Bankers’ Club, I portray the battle 
between the Bankers’ Club and the Club Busters over 
whether we will have a fair, effective, and equitable 
financial system. I describe the financial and social issues 
at stake in this conflict and depict some of the key players 
and strategies on both sides. I also explain why the 
Bankers’ Club has significant strategic advantages over the 
Club Busters, most notably financial resources. In the last 
section of the book, I discuss what these reformers have 


been doing to win and suggest how more of us can get 
involved in the struggle. I end with a recognition that, 
ultimately, in order to reform and restructure the financial 
system and win the battle against the Bankers’ Club, we 
will have to reduce the role of money in politics. That is, we 
have to restore democracy. 


Terminology 


Terminology in economics, as in other fields, can be 
befuddling. I have already thrown around the words 
“finance,” “banks,” and “bankers,” and before going 
further, I should clarify my use of these and related terms. 
The root cause of possible confusion is that our financial 
system contains many different kinds of institutions, 
markets, participants, products, and services. It consists of 
banks that take deposits and make loans; financial 
institutions that borrow to buy other companies; insurance 
companies; financial institutions such as investment banks 
that act as brokers between those who want to raise funds 
to invest and those who want to buy financial assets. And 
the list goes on. All of these financial institutions are in the 
“financial services industry,” but not all of them are 
“banks.” Banks hold deposits and make loans. Other 
financial institutions typically are not allowed to take 
customers’ deposits. 

My book is about the Bankers’ Club. Here I do not mean 
simply commercial banks and commercial bankers, but, 


rather, I mean financial institutions more broadly, and 
especially their CEOs, top management, owners, and 
creditors. To be more inclusive, I could have used the terms 
“Financiers” and “Financiers’ Club,” but I thought this 
would sound strange to American ears. A common 
American term that evokes what I have in mind is “Wall 
Street,” the large banks and other financial institutions that 
dominate our financial system. I could have used the term 
“Wall Street Club,” but I didn’t. 

It is important to note that our financial system is 
dynamic and those who are included as “bankers” change 
over time. In this book, you will encounter commercial 
banks, investment banks, shadow financial institutions, 
private equity firms, hedge funds, asset management 
companies, and cryptocurrency firms. You will also 
encounter some esoteric financial products, such as 
derivatives, collateralized debt —_ obligations, and 
cryptocurrencies. In all cases, I will do my best to explain 
what these institutions and products do and why they 
matter. 

Now I turn to a sketch of the historical scaffolding that 
holds up the narrative of Busting the Bankers’ Club. 


A ROAD MAP WITH HISTORICAL MARKERS 


This story of our destructive financial system amid the 
battle between the Bankers’ Club and the Club Busters 
runs on two tracks. One track traces the _ historical 


evolution of the financial system and these _ political 
conflicts from the time of the New Deal in the 1930s to the 
present. The second track portrays the key members of the 
Bankers’ Club and the Club Busters and analyzes the bases 
for their political power and the strategies they have 
employed. Always operating in the back of both tracks are 
the economic and financial dynamics that define and alter 
the terrain on which these two tracks run. 


The Great Depression, New Deal Banking Reforms, and the 
Rise of “Boring Banking” 


The stock market crash of 1929, resulting mass 
unemployment, and the banking crises that followed broke 
up a powerful early twentieth-century version of the 
Bankers’ Club. A dominant financial-business bloc of 
massive banks and allied industrial corporations was best 
epitomized, perhaps, by J.P. Morgan’s bank, one of several 
financial conglomerates that combined commercial banking 
activities, such as making business loans and taking in 
deposits from customers, with investment banking 
activities, such as investing in banking and nonbanking 
companies, marketing stocks and bonds for a range of 
businesses, and trading in commodities and financial 
securities such as bonds. These big banks’ ties to major 
industrial corporations such as_ steel companies and 
railroad firms helped to solidify a business-finance coalition 
that wielded enormous economic and political power. 


When the Depression hit, the public blamed the big 
banks for the debacle. Major industrial corporations that 
suffered from the Depression abandoned their support of 
the major financial conglomerates. To make matters worse 
for the banks, the big banks began fighting among 
themselves. The landslide election of FDR in 1932 and the 
weakness of the “Bankers’ Club 1.0” created an opening for 
New Deal financial reforms in 1933-1934. The Glass- 
Steagall Act of 1933 was a signature New Deal financial 
regulation. It broke up the financial conglomerates by 
separating investment banking from commercial banking. 

Many other important New Deal regulations followed. 
These regulations limited financial speculation and 
protected depositors, customers and investors of financial 
institutions. The reforms created a socially oriented quid 
pro quo for bankers. The reforms restricted competition 
that banks had to face, and, in exchange, these bankers 
would limit the risks they took while channeling credit and 
providing banking services in their respective areas, such 
as for mortgages, short-term business loans, longer-term 
bonds, and equities (stocks). 

The result was a relatively stable financial structure that 
became known as a system of “boring banking.”** Some 
observers referred to it as the era of 3-6-3 banking. 
Bankers paid depositors 3 percent, lent out the money at 6 
percent, and got to the golf course by three in the 
afternoon. Boring work, pretty good profits, but great golf. 


Not all was perfect in this world of boring banking. Far 
from it. Discriminatory policies by the US government and 
private financial institutions meant that Black folks and 
other people of color could not get home mortgages in most 
areas of major cities. Normal banking services were also 
denied most African Americans and other people of color. 
Women could not get loans without their husbands or 
fathers cosigning for them. This significant discrimination 
meant that it was especially difficult for a Black person to 
accumulate generational wealth, which, for most 
Americans, has depended on their ability to buy houses. 
Moreover, it meant that many communities were starved of 
the credit they needed to build businesses and the 
infrastructure they needed to thrive.+* On the other hand, 
this system was not only relatively financially tranquil but it 
also. contributed’ significantly to the growth and 
development of many parts of the US economy. 

As with most things, this system of boring banking could 
not last forever. Shifts in the US and global economy, 
including large increases in inflation associated with the 
Vietnam War in the 1960s and OPEC oil-price increases of 
the 1970s, disrupted the edifice of financial regulation. 
Boring banks started facing stiff competition from other 
financial institutions, such as money market funds, that 
didn’t have as strict regulations and could be more nimble 
in this complicated economic environment. The biggest 
commercial banks such as Citibank spent billions to lobby 
politicians and convince regulatory agencies to loosen their 


regulatory constraints. Investment banks, such as Bear 
Stearns, Lehman Brothers, and Goldman Sachs, also paid 
top dollar to avoid restrictions on their behavior. Politicians 
from both main parties paved the way to financial 
deregulation. The banks also had a good deal of help from 
some of the banks’ top regulators, including the Federal 
Reserve, the SEC, and the OCC. 

The signature victory for the Bankers’ Club was the 
repeal in 1998 of the Glass-Steagall Act and its separation 
of investment and commercial banking. Along with other 
measures, such as the Commodities Futures Modernization 
Act, which prohibited the regulation of most financial 
derivatives, this repeal allowed for the agglomeration once 
again of mega banks, financial behemoths that allowed 
deposit taking, commercial lending, and the promotion of 
highly speculative and risky financial products—all under 
one corporate “roof.” This spate of financial deregulation 
ushered in the world of “roaring banking,” the risky 
financial institutions and practices that nearly brought our 
economy to its knees, first in the Great Financial Crisis of 
2007-2009 and that remain with us to this day. 


From Roaring Banking to Dodd-Frank 


For a long period, roaring banking was very good for the 
banks and the bankers. They grew in size, not just in 
absolute terms, but also relative to the overall growth of 
the economy. This growth allowed the banks and other 


financial institutions to start scarfing down about 40 
percent of all profits in the United States by 2006. Wall 
Street bonuses soared over the period of roaring banking, 
reaching a high of more than $30 billion in 2006. 

The Bankers’ Club’s destruction of the New Deal banking 
regulations, and the implementation of a period of “light 
touch” financial rules, proved to be very lucrative for the 
financiers who now had wide latitude to raise interest 
rates, take on risky ventures, and expand beyond their local 
markets. Figure 2 illustrates this correlation between the 
financial regulations and bankers’ incomes compared with 
those in the rest of the economy. When financial regulations 
are tight, bankers’ incomes are about the same as those in 
other sectors. But when financial regulations are loose, 
bankers’ incomes rise relative to others. As I tell my 
students, “correlation” does not mean “causation,” but here 
it looks pretty close. *® 
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Figure 2. Financial deregulation and bankers’ wages relative 
to average wages, 1909-2006. Note: The left axis measures the 
extent of deregulation using a Financial Deregulation Index 
developed by Philippon and Reshef (2012), which goes from 1 
(very unregulated) to -3 (very regulated), with positive 
movements toward 1 indicating a decrease in restrictive 
regulation on the financial sector. The right axis measures the 
ratio of the average wage in the finance sector to the average 
wage across the whole nonfarm private sector. Source: 
Philippon and Reshef (2012). 


With these large incomes, roaring banking became a 
major engine of social inequality in the United States. 
These profits and bonus payments also became a major 
source of the money spigot, funds the banks could use to 
lure and pay off politicians and others to become loyal 
members of the Bankers’ Club. 

This story did not end well. The world economy came a 
hair from financial meltdown in 2007-2009, and the crisis 
generated massive economic and social dislocation in the 
United States and elsewhere. The response of the Federal 
Reserve and both the George W. Bush and Barack Obama 
administrations was to use billions of dollars to save the 
banks, but relatively little to help those who lost their jobs 
and homes as a result of the crisis. By some estimates, the 
Treasury Department, the Federal Reserve, and other 
federal agencies lent out more than $20 trillion to the 
banks and other financial institutions.+“ The public cry was 
“the government bailed out Wall Street but not Main 
Street.” 


In 2008, presidential candidate Barack Obama promised 
sweeping financial reform. When he won the election he 
initiated a financial reform effort that culminated in the 
Dodd-Frank financial reform legislation, named after 
Senator Chris Dodd and Congressman Barney Frank, who 
both shepherded this legislation through Congress. 

A big political fight ensued with the banks and their 
allies, on the one side, and reform politicians, unions, and 
activist organizations coordinated by the newly formed 
Americans for Financial Reform (AFR) on the other. The 
Bankers’ Club pushed for the weakest financial reforms 
possible, while Club Busters such as the AFR pushed for 
major financial reforms and financial restructuring. 

President Obama signed the Dodd-Frank legislation into 
law in 2010, saying that it would end the era of Too Big to 
Fail and government bailouts of Wall Street. But, in reality, 
the legislation was little more than a road map for reform, 
a kind of limbo status that kicked off years of further 
battles between the Club and the Club Busters that 
continues to this day. 


From President Trump to the COVID Meltdown 


The Bankers’ Club received a big assist in 2016 when 
Donald Trump was elected. Though Trump had ran a 
Campaign as a populist, with energetic “anti-bank” attacks, 
he quickly fell in line with the Club and appointed 
regulators whose main goal was to weaken the Dodd-Frank 


reforms. The Club Busters like AFR, the Washington think 
tank Better Markets, and other groups fought mostly 
defensive battles to protect the Dodd-Frank regulations in 
general and, especially, the Consumer Financial Protection 
Agency that Elizabeth Warren and others had fought so 
hard to be included in Dodd-Frank and which the banks 
vigorously opposed. 

The inadequacy of Dodd-Frank reforms was 
demonstrated vividly when, in March of 2020, the World 
Health Organization announced that COVID-19 was a 
pandemic. The global financial markets promptly went into 
a tailspin. Once again, the Federal Reserve, the US 
Treasury, and other central banks and government 
agencies found they had to “bail out” the globe’s major 
financial institutions and markets. So much for the end of 
Too Big to Fail. A main culprit in the financial meltdown 
was the huge, multitrillion dollar “shadow financial 
system,” which is called “shadow” because these activities, 
institutions, and markets were mostly left out of Dodd- 
Frank and other international financial regulations. 


From Financial Reform in the Biden Administration to New 
Horizons for Finance 


Club busting did not end with the fight over the Dodd- 
Frank legislation. The Biden administration came into office 
with a financial reform agenda designed to strengthen the 
Dodd-Frank rules and also to enhance financial consumer 


protections, improve laws requiring financial institutions to 
better serve underserved communities including 
communities of color, and to marshal the wealth of the 
financial sector to help address other major issues such as 
the climate change emergency. However, the change in 
governing political parties did not make the Bankers’ Club 
go away. Far from it. The Club continues to mobilize 
politicians on both sides of the aisle, especially the 
Republicans, to protect the bankers’ profits and 
prerogatives. 

Emerging challenges facing financial institutions and 
regulators come from new financial technologies, including 
cryptocurrencies. The political and economic fights over 
the regulation of crypto—and the millions of dollars of 
lobbying money thrust into the battle—are_ strongly 
reminiscent of the battles in the 1980s and 1990s to 
deregulate the New Deal financial system. The financial 
technology connected to the bank failure of Silicon Valley 
Bank and several other large banks in the early months of 
2023 and subsequent government bailout of depositors 
further indicated that Too Big to Fail still survives. The 
multibillion-dollar collapse of Samuel Bankman-Fried’s FTX 
crypto asset firm, and the millions of dollars he spent to 
curry favor with politicians and other members of the 
Bankers’ Club, illustrates that the battle between the Jekyll 
and Hyde of finance, and between the Bankers’ Club and 
the Club Busters, is alive and well. 


Boring Banking and the 
“Golden Age” of 
Capitalism 


The period between 1950 and 1980 has been labeled—or, 
actually, mislabeled—“The Golden Age” of capitalism. In 
the United States, and also in much of the Western world, 
economic growth was rapid, and economic gains were 
relatively broadly shared.+ And as is clear from figure 1 in 
chapter 1, the period was also almost financial crisis free, a 
rare phase in capitalist history. The misnomer arises 
because, as applied to the United States, this “Golden Age” 
left out a stunning array of groups, notably many women 
and people of color, especially African Americans. Still, the 
term has stuck. 

This period of rapid and stable economic growth for 
many was also the period of “boring banking.”2 Boring 


banking was enabled by regulations established during the 
New Deal of the 1930s at a rare political moment. The 
Great Depression had crushed the political power of the 
large US banks, creating a political opening for significant 
financial reform. The Roosevelt administration seized the 
opportunity and created the New Deal system of financial 
regulation in which the banks could not legally engage in 
highly speculative investments in stocks, bonds, and other 
securities. Nor could banks use highly complex financial 
products such as “derivatives” or “collateralized debt 
obligations” to make risky bets on the housing market, or 
go shopping in the global financial markets for short-term 
credit they could use to make dodgy long-term bets, as they 
came to do in the 2000s. Instead, commercial banks took in 
deposits from retail customers who left their money with 
the banks because there was pretty much no place else to 
put it, paid depositors nothing or next to nothing in 
interest, and lent out money short and medium term to 
businesses for everyday working capital and longer term to 
businesses and households at fixed rates of interest, 
earning a nice spread between interest paid and interest 
earned. These spreads paid respectable dividends to bank 
Shareholders and respectable but not _ stratospheric 
incomes to bankers. This boring banking contributed to the 
relatively stable and rapid economic growth for several 
decades following the Second World War. 

At the same time, boring banking reinforced the 
prejudices and discriminatory aspects of the period: banks 


implemented government sanctioned discrimination that 
prevented most African Americans from getting home 
mortgages or opening bank accounts in many of the most 
prosperous neighborhoods of cities; and women had great 
difficulty accessing financial services without the backing 
of their husbands or fathers. These were not mere bugs in 
the system; they were there by design. In this sense, while 
during this period banking provided many financial 
services to White Americans, boring banking failed to serve 
the “rest of us.” 

A study of these events provides important lessons about 
the sources of political power and points of weakness of the 
Bankers’ Club, the dangers of unregulated banking, and 
some revealing lessons on how to—and how not to—reform 
and restructure our financial system to serve the rest of us. 


THE ROAD TO BORING BANKING: THE NEW DEAL BUSTS THE 
BANKERS’ CLUB 


The Disaster, the Pecora Investigation, and the Securities 
and Banking Acts of 1933 


The stock market crashed in October of 1929. By 
November of 1932, when FDR was elected, 23.6 percent of 
the labor force was unemployed, GDP had dropped by 30 
percent, and farm incomes by more than 50 percent. In 
that period, more than seven thousand banks and other 
financial institutions had closed, leading to millions of 
Americans losing their life savings.# 


Popular anger at the banks and Wall Street was running 
high, but it was about to get much higher. In the waning 
days of the Hoover administration, the Senate Banking and 
Currency Committee began a series of hearings on “stock 
market practices,” focused on Wall Street financial 
manipulation and wrongdoing. The reason for investors’ 
anger is not hard to find. Between September 1, 1929, and 
July 1, 1932, the value of all stocks listed on the New York 
Stock Exchange fell from a total of $90 billion to less than 
$16 billion, while the value of bonds listed on the Exchange 
fell by more than a third. In late January, Ferdinand Pecora, 
a New York lawyer, was appointed as the new chief 
investigator to conduct the Senate hearings. This changed 
everything. Pecora came to be known as the “Hellhound of 
Wall Street” and his riveting investigation transformed the 
politics of financial reform and helped to bust the bankers. #4 

Between 1932 and 1934, in what has come to be known 
as the Pecora Investigation, Ferdinand Pecora grilled some 
of the leading titans on Wall Street, revealing their massive 
frauds and self-dealing. The parallels between the behavior 
and tactics of these bankers, and even some of the major 
players in the scandals, and those uncovered in the 
financial crisis seventy-five years later are uncanny. Some 
of the key financial institutions that were involved in the 
1920s, including the precursors to Citibank and JP Morgan, 
as well as key contemporary Wall Street law firms, such as 
Sullivan & Cromwell, were once again neck deep in the 
crisis of 2008. 


Pecora riveted the nation with his grilling of Charles E. 
Mitchell, president of National City Bank, the precursor of 
Citibank. Historian Joel Seligman writes that “Mitchell was 
the representative banker of his generation. In the 
preceding two decades, he had helped fundamentally 
transform commercial banking.”2 Like his “descendant” 
Sanford Weill, chief executive of Citibank who led the 
successful fight in 1998 against the Glass-Steagall 
separation of investment and commercial banking, Mitchell 
engineered National City Bank’s ventures into investment 
banking in the early twentieth century. He created a 
securities sales unit that engaged in many risky and 
corrupt practices, which Pecora uncovered. Pecora’s 
revelations, in the context of the wave of bank closings, lost 
Savings, Massive unemployment, and plummeting GDP 
helped to galvanize the nation against Wall Street. As one 
lawyer wrote: “Now also conservative elements are lined 
up against the bankers: every industrialist whose program 
for development was retarded by lack of credit facilities; 
every rentier to whom National City Company sold sour 
bonds; every professional man who lost his shirt in the 
market ... will be solidly lined up against the ‘money 
power.’”® 

The negative impact of these events and hearings on the 
bankers’ power was apparent with the landslide election of 
Roosevelt in November 1932. Roosevelt took office in 
March and wasted no time in reforming banking 
regulations. The Securities Act was passed in May 1933, 


followed soon thereafter by the Banking Act of 1933. The 
Securities Act was the first piece of national legislation to 
regulate the sale of financial securities such as stocks and 
bonds. The Banking Act contained the famous Glass- 
Steagall provisions that separated commercial banking 
from investment banking. Importantly, the Banking Act of 
1933 also created the Federal Deposit Insurance 
Corporation (FDIC) and, along with it, mandatory deposit 
insurance for most commercial banks. Less known but very 
important, the Banking Act also contained an anti 
speculation provision that required the Federal Reserve to 
monitor bank lending and investment to try to make sure 
that there was not “undue use” of bank credit for 
“speculative trading” of securities, commodities, or real 
estate. 

These laws passed despite vocal opposition from bankers 
and other fi-nanciers. To their chagrin, the bankers had lost 
many of their historic allies—their Bankers’ Club 1.0—as a 
result of the Depression. As historian Helen M. Burns 
explained, “Out of favor with the public, out of harmony 
with the new administration, and disunited within the 
banking field itself, their opposition had little impact on the 
course of the legislative measure.”2 As SEC historian Joel 
Seligman summed it up, “To reverse a popular saying of the 
day, the period of the First Hundred Days of the Roosevelt 
administration was that rare time when money talked, and 
nobody listened.” 


As Burns noted, the disunity among the banks 
themselves played a significant role in the bankers’ defeat. 
Major fights among JP Morgan, National City Bank, and 
Chase Manhattan Bank over who would dominate Wall 
Street weakened the banks’ political standing and helped 
pave the way for the passage of the Glass-Steagall Act and 
other financial regulations. 2 

The larger business community was also in disarray and 
divided. The business community was reluctant to defend 
the banks against the new administration given that it had 
won the election with such massive support amid a national 
emergency and widespread hatred of the _ banks. 
Furthermore, divisions arose between more modern, high- 
technology firms such as steel producers, which were more 
likely to support Roosevelt’s macroeconomic and financial 
policies, in contrast to firms that relied heavily on labor 
such as textiles, which were allergic to New Deal policies 
that could raise the bargaining power of their labor force. +2 

The Federal Reserve System (the Fed), which from its 
inception was a natural ally of the banks, was also divided 
and in defensive mode. The Fed had been widely criticized 
for failing to prevent the stock market boom and crash, and 
for its too little, too late attempts to revive the economy in 
the crash’s aftermath. 

Finally, and probably most important, many of the 
bankers themselves were out on the street with their banks 
destroyed. Unlike in 2007-2009, neither the Federal 
Reserve nor the Treasury Department bailed out the banks 


or the bankers. Having joined the vastly growing army of 
the disenfranchised and unemployed, the bankers were in 
little shape to fight back. 


The Banks Try to Regroup: The Securities and Exchange 
Act of 1934 


Though the banks were badly bruised, they were not 
completely buried. By the spring of 1934, when the 
Roosevelt administration was drafting legislation to 
regulate the stock market and secondary markets in other 
financial securities, the national atmosphere had changed. 
The economy was no longer in free fall, and the Pecora 
hearings had ended. The banks tried to regroup to fight 
further regulation of the financial markets—in this case, 
regulation of the stock and bond (that is, the securities) 
markets. The banks’ attempt to revive the Bankers’ Club 
1.0 in order to fight this legislation is informative for 
identifying the characters and tactics the banks used to 
achieve their political goals. These tactics were remarkably 
similar to what the modern-day Bankers’ Club used in the 
post-World War II era, giving us a forewarning of the 
tactics and Club members we will meet in the pages that 
follow. 

In 1934, Wall Street’s financial fight was led by Richard 
Whitney, the president of the New York Stock Exchange. 
Whitney mobilized a widespread group of financiers who 
would be negatively affected by the Securities and 


Exchange Act, and organized other businesspeople and 
industrialists to join the Club. He also found allies within 
the Roosevelt administration itself to do Wall Street’s 
bidding. Leaving no weapon unsheathed, the financiers 
even threatened a capital strike—that is, they threatened to 
club the economy into submission by refusing to lend 
money if the law passed. 

In addition to the businesspeople and_ bankers, 
economists and lawyers also played a role in this “bankers’ 
club,” 1930s vintage. One New Deal cabinet member 
circulated a memo from a Lehman Brothers economist 
claiming that the 1933 Securities Act should be weakened 
because it was standing in the way of needed “long-term 
financing” of the economy. Around the same time, the 
Federal Reserve Advisory Board, a group of industrialists 
and bankers associated with the Federal Reserve, adopted 
a resolution calling for easing of the securities legislation 
to facilitate the sales of securities, just the opposite of what 
the Securities and Exchange Act called for. With leading 
financiers and corporate attorneys criticizing the act, Felix 
Frankfurter, a central architect of the 1933 Securities Act, 
wrote to Roosevelt: “There is no question but that the 
leading attorneys and the big law firms are trying to create 
a bankers’ strike.” 4 

Richard Whitney also organized a vast army of 
stockbrokers operating in major cities across the country. 
This stock exchange lobby swiftly made itself felt in 
Washington. According to Seligman, “Congressmen 


reported receiving vast numbers of letters, telephone calls 
and telegrams, claiming that the Securities Bill provides for 
the wholesale ‘goose-step’ regimentation of industry and 
commerce,” among many other inflammatory accusations. 
Whitney also organized the regional stock exchanges to 
lobby Washington. Letters poured in, like that of Cincinnati 
Stock Exchange’s W.D. Gradison, who wrote that a strict 
securities bill might “eliminate from existence” most 
regional exchanges, which the San Francisco Stock 
Exchange’s president claimed would make “the cost of 
capital to small firms ... almost prohibitive.” Organizing 
constituents in congressional districts across the country is 
a powerful political tactic we will see again. 

Playing up the potential dangers to small businesses and 
other nonfinancial businesses was key to bringing the 
industrialists, big and small, back to the Bankers’ Club 1.0. 
The success in providing a unified “finance and industry” 
face of opposition was reflected in a joint letter business 
leaders wrote to all members of Congress and published in 
the New York Times, May 7, 1934. Led by twenty-eight 
“prominent” industrialists from companies such as 
Monsanto Chemical, General Mills, National Dairy 
Products, Eastman Kodak, Phillips Petroleum, and 
Westinghouse Electric, their National Committee for 
Modification of Industrial Sections of the Securities 
Exchange Act asserted that “while ostensibly this 
legislation is intended only to eliminate speculative abuses 
from the security exchanges, actually more than 450,000 


firms throughout the land with no Wall Street connection 
would be brought under the strangling regulation of a 
Federal Bureau.” “ 

As Seligman reports, “By late May 1934, the long 
legislative battle was over ... the Securities and Exchange 
Act of 1934 was a marvel of irresolution. On most 
controversial substantive issues, Congress had been 
stalemated.” Still, in the end, the revived Bankers’ Club 1.0 
was only partially successful. The heart of the bill, the 
creation of the SEC, did pass. A significant legislative 
victory for the Roosevelt administration, the Act succeeded, 
as Will Rogers said, in making the SEC a “cop on Wall 
Street,” to ensure transparency and honesty from 
corporations and others when they solicited funds from 
investors when selling securities such as stocks and 
bonds. 

Overall, the financial reforms passed during the New 
Deal were highly significant. The New Deal regulatory 
system was explicitly designed to achieve three main tasks: 
to lower the risk of financial crises by limiting excessive 
risk taking with “other people’s money”; to direct savings 
toward productive investment and away from speculative 
activity; and to break up the big, all-purpose banks, 
sometimes called “universal banks,” by dividing them into 
smaller institutions with separate missions and areas of 
activity. By breaking up these mega banks, the New Deal 
reformers hoped to stabilize the financial system, improve 


credit allocation, and reduce the political power of Wall 
Street. 1° 


THE NEW DEAL FINANCIAL REGIME: THE “MISSION-GUIDED” 
APPROACH TO BANKING 


To understand the New Deal financial reforms, and what 
they suggest for how to reform our current system, we 
need to recognize that the reformers had a deeper 
underlying vision of the relationship between the financial 
system, society, and the economy. The main premise was 
that banking and finance have important public missions to 
serve.4 Their view was that financial institutions are too 
important for the economy to operate as purely private, 
profit maximizing institutions. The reformers believed that 
an effective way to get these financial institutions to serve 
a mixture of private and public missions is to divide the 
financial sector into specific sectors and that the 
government should identify specific missions, or roles, that 
these financial institutions should play to serve the 
economy. 

Commercial banks should provide short- to medium-term 
loans for businesses and provide safe places for households 
and businesses to store their cash and savings in the form 
of checking and savings deposits. Securities firms, 
including investment banks, should help businesses borrow 
money to fund long-term investment and should act as 
middlemen to make sure that the securities markets 


(capital markets) functioned smoothly. The insurance 
companies’ mission was to reduce the risks faced by 
households and businesses and to channel excess insurance 
premiums and _ household’ savings into long-term 
investments by nonfinancial corporations and _ other 
businesses. Thrift institutions, such as Savings and Loans, 
were repositories for household savings and should channel 
these savings primarily into long-term, fixed-rate 
mortgages for housing. Credit unions used household 
savings for commercial lending to households and small 
businesses. 

Competition was limited in several ways. The Banking 
Act regulated the interest commercial banks could pay 
customers for their deposits. Maximum interest rates were 
set for savings deposits while the payment of interest on 
checking accounts was prohibited altogether. In addition, 
the Act restricted branch banking and interstate banking. 
Finally, portfolio regulations were put in place on the assets 
that different types of financial institutions could hold. This 
limited competition among the ffinancial firms for 
purchasing assets. 

Government sponsored support for financial institutions 
was also. significantly expanded. Perhaps the most 
important was the introduction of federal deposit 
insurance, based on the creation of the FDIC in 1933 and of 
the Federal Savings and Loan Insurance Corporation in 
1934. Government support was further enhanced by 
expansion of the Federal Reserve’s ability to act as a lender 


of last resort, that is, to conduct bank bailouts of 
commercial banks. 

In return for this government support for banks and 
financial institutions, there was a social quid pro quo, or 
what Mehrsa Baradaran calls a “social contract”: banks 
and other financial institutions would serve their public 
missions and in exchange, the public (i.e., the government) 
would provide support and back them up. In short, these 
financial institutions, especially commercial banks, became 
public utilities: they provided a public or quasi-public 
service, were granted special protections from competition, 
but, in return, were highly regulated and limited in the 
amount of profit they could earn.+® Unfortunately, by the 
time the Great Financial Crisis and coronavirus pandemic 
arrived, only half of this equation remained: the public 
would “bail out” the banks and the financial system if they 
got into trouble, but these bankers would feel no obligation 
to society in return. +2 


THE IMPACT OF BORING BANKING ON THE POSTWAR 
ECONOMY 


During the Golden Age period, economic growth was 
historically high, unemployment was relatively low, 
workers’ real wages rose in line with productivity growth, 
and income gains were relatively widely shared. 

During the period between 1917 and 1948, which 
includes the Great Depression and World War II, the 


average annual growth rate of income (and the economy) 
overall was 1.1 percent. This income growth was, 
surprisingly, equally shared between the top 10 percent 
and the bottom 90 percent, largely because of the 
equalizing influences of the Great Depression, World War 
II, and the government programs of the early postwar 
period.22 During this Golden Age (here, arbitrarily 
identified as 1948-1972), growth increased substantially 
(2.58 percent per year, on average) and, once again, it was 
relatively widely shared. But the period 1972-2013 tells a 
very different tale with average growth falling below 0.5 
percent and with the top 10 percent gaining it all plus some 
(1.42 percent vs. a negative 0.17 percent for everyone else 
aS a group). 


Table 1 Growth Rate of Average Real Income, Top 10 
Percent, and Bottom 90 Percent Selected Intervals, 1970-2013 


Top 10 Percent ofthe Bottom 90 Percent of the 


Time Period Average Income Distribution Income Distribution 
1917-1948 ba 0.58 1.43 
1948-1972 2.58 2.46 2.65 
1972-2013 0.48 1.42 -0.17 


NOTE: The Golden Age is in bold. 
SOURCE: Robert J. Gordon, 2017, The Rise and Fall of American Growth, 609. 


Financial institutions and markets played an important 
role in these outcomes in several ways. One of the most 
important roles that financial institutions can play is to 


channel credit into productive long-term investment. More 
investment in plant and equipment usually translates into 
faster economic growth, higher productivity growth, and, if 
workers have bargaining strength, for example, if they are 
represented by strong unions, then they can get a share of 
this greater productivity growth which will translate into 
higher wages. During the period 1948-1980, private 
investment as a share of GDP was, on average, at a 
relatively high level. 

Nonfinancial corporations financed this investment by 
borrowing a significant amount from financial institutions 
and markets. Between 1947 and 1965, nonfinancial 
corporations’ investment expenditures amounted to about 
10 percent of GDP. About 10 percent of this was financed 
by borrowing from banks and financial markets. Between 
1966 and 1981, over 20 percent of their investment 
expenditures was financed from borrowing. But starting in 
the 1980s this borrowing dropped significantly. During this 
period, manufacturers and other nonfinancial corporations 
financed their investments out of their own profits, rather 
than borrowing from financial institutions. 7+ 

Commercial banks played a big role in lending to 
nonfinancial corporations during this period. The share of 
these banks’ loans going for commercial and industrial 
purposes stayed fairly steady at 40 percent for the period 
of boring banking, 1950-1980. Commercial real estate 
lending stayed at a little under 30 percent until around 
1980. Housing finance was also important to the postwar 


boom: in the period following World War II, there was a 
massive increase in housing construction to provide 
housing for returning veterans and their growing, baby- 
boom families in old cities, new cities, and suburbs. These 
were restricted, however, mostly to White veterans. 

There was also a massive growth in infrastructure by 
states and local governments, in roads, schools, and sewers 
to match this postwar boom in population and income. 
Though states have to balance their current bud-gets, 
virtually all states had capital budgets on which they 
borrowed long term to finance this capital spending. Boring 
banking institutions, banks, life insurance companies, and 
the securities markets financed these crucial investments. 


Boring Banker Incomes: Run of the Mill 


One of the major sources of the vast increases in income 
and wealth in--equality we have experienced in the last 
forty years has come from incomes generated in financial 
activities. But during the period of mission driven finance, 
even though average incomes in finance were high, they 
were not at the stratospheric levels we have seen in the 
last forty years. These relatively limited incomes for 
bankers helped to keep inequality in check. Figure 2 
(chapter 1) shows that during the period 1945-1980 or so, 
wages in banking were roughly on a par with those in the 
rest of the economy. 


Boring Banking and the Golden Age: Far from Perfect Is an 
Understatement 


Boring banking had many problems. Some of its failings 
reflected the nature of the financial system itself: the lack 
of competition led to higher costs facing customers and 
perhaps less innovation than might have _ occurred 
otherwise. Studies have demonstrated the excess fees 
bankers and other financial institutions earned from 
consumer lending, underwriting state and local bonds, and 
small business lending. Stockbrokers maintained fixed and 
sometimes excessive fees for selling and purchasing stock, 
especially for smaller investors. The lack of competition 
probably contributed to financial stability, but it also came 
at a cost, and the cost in many cases was most heavily 
borne by working-class Americans. 

But these were not the most egregious failings of the 
Golden Age and boring banking. The worst failings 
stemmed from much deeper problems in the economy and 
society. Among the most costly, unfair, and painful was the 
vicious discrimination waged against people of color, 
especially African Americans. Banking actions worsened 
and in some caused some of the deep inequalities of race 
and ethnicity that have continued to plague communities of 
color, especially African Americans. New Deal programs 
such as the Homeowners Loan Corporation (HOLC), 
established in 1933, used government funds to buy 
mortgages from banks and helped borrowers refinance 
them at lower rates so they could stay in their homes. By 


1935, HOLC had made over $1 million in such loans. Then 
HOLC expanded its effort to stabilize housing markets by 
making maps of communities to help lenders and 
appraisers value properties in order to expand mortgage 
lending. But in doing so, the administrators used racist 
criteria, drawing red lines around Black communities. The 
administrators gave them low grades which noted that 
these communities were “characterized by detrimental 
influences ... undesirable population or infiltration of it... 
Unstable incomes of the people and difficult collections are 
usually prevalent.” 24 

Members of minority communities could not get access 
to mortgages, and often not even to banking services. This 
redlining created a pattern that was reinforced by racist 
policies implemented by the US government after World 
War II, which offered housing and educational benefits to 
returning GIs. These benefits were often administered on a 
local basis, and where Jim Crow practices were followed, 
these programs often’ explicitly excluded African 
Americans. 2 

The most glaring of these policies was in the case of 
mortgages and _ housing’ discrimination. Redlining 
disproportionately affected communities of color because 
housing has powerful spill-over effects in the broader 
neighborhood—as was_ painfully discovered in_ the 
aftermath of the Great Financial Crisis. Redlining was 
devastating for these communities, helping to worsen the 


gigantic wealth gap between Blacks and Whites that 
plagues us today. “4 

The failure of the New Deal banking regulations and 
boring banking to improve the financial lives of people of 
color in the United States demonstrates that our financial 
problems will not be resolved by a simple return to the 
New Deal mission-guided financial system. But neither did 
the transformation from boring banking to roaring banking 
in the 1990s help these communities. Far from it. These 
failures of boring and roaring banking demonstrate that 
“finance for the rest of us” has to mean “ALL’ of us. 


Roaring Banking 


THE WORLD THE BANKERS MADE 


THE BANKERS BREAK OUT OF THEIR “CAGES”—WITH HELP 


Like all financial regulatory regimes, the regime of New 
Deal regulations and boring banking could not last forever. 
Cracks in the system appeared almost from the beginning. 
Commercial bankers and other financiers felt constrained 
by the New Deal financial regulatory structure and never 
fully accepted it, trying to work around it as best they 
could. By the late 1960s and early 1970s, bankers were 
increasingly dissatisfied with their station in life. Their pay 
and bonuses were healthy enough, but many of them 
“yearned for the good ’ole days” before boring banking 
when they received outsized pay, outsized wealth, and 
outsized status. With boring banks operating under rigid 
rules that made it difficult for regulated banks to adjust 


loan rates and deposit rates to customers to changing 
Macroeconomic and financial conditions, other financial 
institutions saw an opening by poaching on _ bankers’ 
territory, grabbing funds and customers. Seeing both threat 
and opportunity, key bankers mobilized their allies, found 
or bought new ones, and engineered a break, tearing apart 
their former regulatory restrictions. The goal of the most 
aggressive of these bankers, such as Walter Wriston, Sandy 
Weil, and Robert Rubin of Citigroup, was to create massive 
“universal” banks—financial services giants—that could 
pursue any manner of financial activity, anywhere on the 
globe.+ 

Macroeconomic and financial changes in the US and 
global economy shook up the New Deal financial structure. 
In the 1960s, the so-called Golden Age of the postwar 
period began to unravel.? Increasing foreign competition 
with Japan and Western Europe; higher inflation as a result 
of the Vietnam War, and especially the OPEC cartel oil price 
increases; and the breakdown of the Bretton Woods system 
of fixed exchange rates in 1971 undermined the US growth 
rate and the global economy’s financial stability. 

Higher rates of inflation brought higher interest rates as 
financial institutions and their depositors tried to protect 
themselves from inflation’s erosion of the purchasing 
power of their loans and deposits. But only the unregulated 
financial institutions could raise interest rates. The New 
Deal-regulated commercial banks were limited in what 
they could do. Commercial banks were hemmed in by 


interest rate ceilings (Regulation Q) and could not compete 
for deposits with “nonbank” financial institutions such as 
asset managers like Fidelity that had fewer restrictions. 
Money market funds, which allowed customers to write 
checks, and that paid higher interest rates, could 
outcompete the banks for deposits. Depositors took money 
out of commercial banks, threatening the banks’ ability to 
make loans and profits. Regulators made some concessions 
to the commercial banks, allowing them to offer certificates 
of deposit with competitive interest rates. The largest 
banks also started to do more and more business abroad in 
order to enhance their profits and avoid New Deal 
regulations.2 These banks were able to compete for 
deposits by offering higher interest rates in London, and 
they were also able to charge higher interest rates on loans 
to their corporate customers there. 

On the lending side, commercial banks began going into 
new and riskier lines of business at home and abroad. 
Among other activities, the big banks began lending money 
to less developed countries, such as Mexico, Venezuela, 
Turkey, and others. The banks also lent more money to 
commodities dealers—for example, traders in oil and silver, 
and they became more directly involved in commodities 
trading. They also moved more into commercial real estate 
lending, all in an attempt to enhance their profits and 
banker pay, while fending off increased competition from 
other financial firms. 


Bankers’ attempts to break out of the strictures of boring 
banking regulations, combined with the _ increasing 
instability in the global economy, led to mounting banking 
crises. The Federal Reserve, the regulatory institutions, 
and Congress could have used these crises to reform the 
financial system to maintain its public orientation and 
mission-driven focus while enhancing its resilience to the 
more unstable US economy. But instead, the Federal 
Reserve and other financial regulatory institutions chose to 
support and bail out a larger and larger swath of the US 
financial system while deregulating it further. 

It was during this period that the principle of “Too Big to 
Fail” was enunciated and implemented by government 
financial institutions, including the Federal Reserve. The 
Franklin National Bank breakdown in 1974 led the Fed to 
support the foreign financial markets—the so-called 
Eurodollar markets—where US corporations and 
nonresidents could hold dollar deposits and borrow dollars 
from non-US banks. 

In the 1980s, the banks brought on an even bigger crisis: 
the so-called Third World Debt Crisis. In August 1982, 
Mexico announced it could no longer make payments on 
loans to over one hundred commercial banks. At least 
twenty-seven countries were in trouble, with Mexico and 
Latin American ones being especially troublesome for US 
banks. Mexico, Brazil, Venezuela, and Argentina owed the 
eight largest US banks a debt that’ constituted 
approximately 147 percent of their capital and reserves. 


The FDIC sounded the alarm, saying that some of the 
world’s largest banks “faced the prospect of major loan 
defaults and failure.” 4 

And the Third World Debt Crisis was not the only 
financial crisis in the 1980s. 

In the mid-1980s, the Savings and Loan Crisis led to a 
$124 billion federal government bailout.2 The Federal 
Reserve’s bailout of Continental Illinois Bank in 1984 was a 
turning point when the regulators’ policy of Too Big to Fail 
became explicit. Regulators took the unprecedented step of 
guaranteeing all the banks’ creditors against loss.£ During 
the Continental Illinois crisis, the Federal Reserve 
expanded the financial markets and instruments that it 
supported, including the “commercial paper market,” a 
market of short-term lending among major corporations. 4 

By the end of the 1980s, the financial patterns that 
would plague our economy for decades were being 
established. Boring banks—especially the largest ones— 
would try to wriggle out of New Deal constraints. Some of 
them took on many more risks and aggressive actions than 
were necessary to deal with the _- challenging 
Macroeconomic environment. But rather than making the 
bankers pay the price of their risk taking, the Federal 
Reserve (and Treasury Department) started bailing out a 
broader and broader swath of the global financial 
landscape, and especially the largest banks.2 The result 
was the privatization of benefits and the socialization of 
risk, the catastrophe of the Great Financial Crisis of 2007- 


2009, and the bailout of the financial system during the 
COVID panic of 2020. Further Fed bailouts were 
implemented during the banking mini-crisis of 2023 with 
the failures of Silicon Valley Bank, First Republic, and 
others.. 

The New Deal System of financial regulation could have 
been reformed rather than destroyed, but the banks and 
their allies in the Bankers’ Club waged a twenty-year war 
on the entire New Deal financial regulatory structure to 
enable them to engage in a full panoply of financial and 
capital market activities, with little or no supervision or 
restrictions. 2 

To break out of the strictures of boring banking, the 
largest banks wanted new financial regulations that would 
allow them to pursue their “five freedoms”: 


1. Freedom to raise the interest rates they paid to 
depositors so they could attract funds; 


2. Freedom to raise interest rates on their loans to 
borrowers; 


3. Freedom to agglomerate, expand geographically, and 
develop new lines of business such as underwriting 
securities and trading commodities; 


4. Freedom to sell and invest in new risky products such 
as derivatives; 


5. Freedom to borrow more and more from global 
financial markets to fund their activities, without 


having to have their own capital to cover their losses if 
anything went wrong. 


Destroying the New Deal’s financial regime and replacing it 
with a new one took time, and it took lots of money. It took 
time and money to build and finance the Bankers’ Club to 
help push through this deregulation. As I mentioned earlier, 
the signature element in the destruction of the New Deal 
regulatory banking structure was the passage of the 
Gramm-Leach-Bliley Act in November of 1999. This Act 
legally ended the strict separation of banks and securities 
by repealing two provisions of the Banking Act of 1933 
popularly known as the Glass-Steagall Act. Gramm-Leach- 
Bliley also eliminated legal barriers to affiliations between 
banks and insurance companies. As a result, banks could 
organize massive financial conglomerates by combining 
with securities firms and insurance companies under the 
structure of a so-called financial holding company. +2 
Though this law had profound implications, it was the 
culmination of a whole series of legal, regulatory, and 
enforcement changes that paved the way for “roaring 
banking.” The table in the appendix describes these 
deregulatory moves in detail.44 These decisions over many 
years were taken by the courts (including the Supreme 
Court); regulatory agencies, such as the Federal Reserve, 
the Office of the Comptroller of the Currency (OCC), the 
Securities and Exchange Commission (SEC), and others; 


the Congress; and the executive branch/the president—all 
key members of the Bankers’ Club. 


HOW ROARING BANKING WORKS 


These regulatory changes allowed the banks to develop a 
new business model, roaring banking, which proved highly 
lucrative for the bankers but problematic for just about 
everyone else. The key was to create complex, marketable 
financial assets out of old-school, often socially useful, 
financial products. These old-school products are easily 
recognized: they include home mortgages, student loans, 
business loans, and insurance. Roaring bankers 
transformed these traditional financial products into 
financial products that were not only hard to recognize, but 
proved difficult to understand, even by the financiers who 
created them, the CEOs of the big banks who sold them, 
the investors who bought them, and some of the regulators 
who were tasked with monitoring them. 

The list of products the financiers created and sold was 
an alphabet soup of jargon and technicalities, all designed 
to make critical eyes glaze over, and gullible investors 
swoon at the presumed wizardry of it all: ABSs, MBSs, 
CDOs, CDS, synthetic CDOs, derivatives, short selling 
structured products, and so on and so on. These terms, like 
the products themselves, are meant to obscure and 
confuse. And they do make it hard for the lay person to 
understand what is going on. After watching a four-hour- 


long PBS series on the financial crisis and the hit movie 
The Big Short, most of my students still can’t tell a CDO 
from a CDS. But this obscurity only works to the advantage 
of the bankers and so clarity is required to see where the 
skeletons are buried. 

In fact, the basic idea behind these financial products is 
simple: take an old-school loan like a student loan or the 
mortgage for a house, bundle a bunch of them together into 
a financial asset, give it an obscure name, take that asset 
and bundle a bunch of them with other bundles into 
another asset, and give that one another obscure name, get 
a credit rating agency to tell the world that these bundles 
of bundles of assets (or at least parts of them) are as safe 
as the credit of the United States (AAA safe), and then sell 
these highly rated bundles of bundles to pension funds, 
insurance companies, asset managers, and other banks, 
claiming that they have a very big bang for the buck 
(reward for the risk). And finally, just take the money and 
run. 

The easiest example is a home mortgage. When I bought 
my house in the “before times,” a local savings bank lent 
me the funds I needed to buy my house; I paid a fixed rate 
of interest over thirty years; and I paid a monthly interest 
and principal payment to my local savings bank. If I had a 
question about my mortgage, an agent at my local bank 
looked up my records and answered it because the bank I 
borrowed the money from still owned my mortgage. 


Fast forward to the 2000s. If I had bought a house and 
gotten a mortgage then, my local bank would have sold my 
mortgage to a financial firm that collected thousands of 
mortgages; that firm would have borrowed money on the 
global financial markets to buy these thousands of 
mortgages; that firm would then have bundled mine and 
thousands of other mortgages into a mortgage backed 
security (MBS) and sold this to another financial institution 
that would have created a more complex financial product 
called a collateralized debt obligation (CDO) from these 
mortgage backed securities; that firm would have also 
borrowed money, probably short term, on the global 
financial markets to enable them to buy the MBSs. The 
CDO they created would be divided into different parts (or 
tranches) that were rated by the credit rating agencies, 
with the so-called safest ones being rated AAA and more 
risky ones rated lower; and these different parts of the CDO 
could be sold off separately to customers, including banks, 
pension funds, and asset managers, in various parts of the 
world. At each step, the financial institutions would charge 
heavy fees, enabling them to pay big salaries to their 
bankers. 

All of this would go OK for the bankers and the economy, 
one supposes, as long as I and most of my fellow mortgage 
borrowers paid our interest and principal on time. Since 
our payments funded the fees and the returns that the 
securities’ owners got, our mortgage payments flow 
through this whole chain to the ultimate investors that own 


these products. But if I and many of my fellow borrowers 
all of a sudden got in over our heads and could not pay our 
mortgages, then this whole chain of payments would break 
down and big trouble could ensue all along this credit 
chain. 

To make things even a bit more complicated—and a lot 
more interesting—some financiers got the bright idea of 
creating a whole new type of financial asset. This one was a 
mortgage security that did not contain any mortgages: go 
figure. Rather, these securities contained financial bets that 
some investors made on the future value of the MBSs and 
the CDOs. These speculative, bet-laden financial assets 
were called synthetic collateralized debt obligations or 
CDOs-squared. The bets in these assets were made with a 
kind of insurance product called a credit default swap 
(CDS) that an insurance company could sell to an investor 
who had bought a CDO. If the value of the CDO went down 
because I and other mortgage owners could not pay back 
our mortgages, then the insurance company would 
compensate the owner of the CDO who had bought an 
insurance policy for their losses. In this case the insurer is 
betting that I will pay my mortgage and so they will not 
have to pay off the insurance (just as a health insurer is 
hoping its customers won’t get sick); and the person buying 
this CDS is hedging against the possibility that, in fact, I 
won't be able to pay my mortgage. 

Some investors could buy some of these CDSs, even if 
they did not own any mortgage products. They are betting 


(speculating) that I will not pay, and the CDOs will go down 
in value because the mortgages in them are going belly up. 
If that happens then, the owner of the CDS would get a 
payment from the insurance company. This is similar to 
investors who, believe it or not, can buy life insurance on 
people they don’t even know. These investors are betting 
(hoping) that the insured strangers will meet their demise 
sooner rather than later, so that their life insurance will pay 
off for the speculators. 

As you can see, the “credit supply chain” for these 
financial products was long and complex.” It went from the 
mortgage companies or banks that provided the mortgage 
to the home buyer, to the firms that packaged the mortgage 
into securities like mortgage-backed securities, to other 
financial companies that created “structured” financial 
assets out of these such as CDOs, to the investment banks 
that took these CDOs and turned them into even more 
exotic products, such as synthetic CDOs. Each step of the 
way, these institutions borrowed money to finance their 
activities, and they were paid fees for their efforts. A lot of 
money changed hands. The key to big fees was the 
QUANTITY of assets flowing through the system, not the 
ultimate QUALITY of these products. 

This vast supply chain of credit created enormous 
interconnections—setting up a house of cards—throughout 
the financial system. Yet, one of the paradoxes of this long 
credit chain is that, while it appears to be very 
decentralized, in fact much of this chain was linked directly 


or indirectly to the core “mega banks” such as Citibank, 
Lehman Brothers, and Goldman Sachs. The key role of the 
mega banks in this credit supply chain was, in fact, what 
the mega banks had fought so hard to achieve through 
financial deregulation. They wanted to be able to “do it all” 
under “one roof.” This concentration and 
interconnectedness of risk that was allowed by financial 
deregulation, is what transformed a financial crisis in one 
market—the housing market—into a massive economic 
crisis in the very core of the global banking system. 

This model of banking and finance that I just described 
had a name: it was called “originate to distribute’—a 
system that was ideally designed to allow bankers to take 
the money and run.*: It was all the rage among economists 
and bankers, but it was_- riddled with myths, 
misunderstandings, and conflicts. The big commercial and 
investment banks presented themselves as the managers 
and traders of risk; for a fee they could transform one set 
of risks and returns into another set of risks and returns 
better suited for their customers. In fact, they claimed that, 
for a fee, they could make risk almost disappear and create 
portfolios that would have a better risk/return ratio than 
anything investors could get in the old-fashioned ways of 
boring banking. Some of this “financial engineering” 
required some innovations, but much of this engineering 
was designed to get around regulations, hide risks and 
costs, and charge excessive fees because the whole setup 
was highly opaque. 


The model’s strength, but also its destructiveness, was 
linked to the massive housing market bubble it fed off of 
and generated. This housing market bubble began in the 
late 1990s and accelerated in the early to mid-2000s (see 
figure 3). 
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Figure 3. Ahistory of home values, 1900-2015 (Case-Shiller 
Real Home Price Index). Note: Annual average figures. Source: 
Shiller (2000). 


Predatory lending—that is, lending by banks and 
mortgage companies to people who they knew could not 
afford to buy such expensive houses—provided the 
foundation for this housing plus credit boom. Because of 
the promise of high returns and low risks, demand for the 
banks’ MBSs and CDOs was so great that banks and 


brokers began to sell mortgages to those who could not 
afford them. They sold them to unsuspecting, often 
relatively poor customers (so-called subprime customers) 
under terms that were bound to trigger large defaults when 
the housing price bubble evaporated and/or interest rates 
rose. Home sales peaked in late 2005 and home 
construction spending peaked in early 2006. When the 
subprime mortgage crisis erupted in mid-2007, the entire 
edifice began to collapse. 

This originate-to-distribute model of banking was riddled 
with perverse incentives that induced bankers to take on 
excessive risk and to exploit their customers.** Banks got 
large fees to originate and bundle together mortgages and 
then sell them to investors—whether these mortgages later 
defaulted or not. Top investment bank traders and 
executives received giant bonuses in the boom years, in 
which they took on high risks with borrowed money. In 
2006, Goldman Sachs’s bonus pool totaled $16 billion—an 
average bonus of $650,000. Wall Street’s top traders 
received bonuses up to $50 million that year. When the 
crisis hit and the financial products they produced lost 
value, these traders didn’t have to give the money back. 
These perverse incentives that allowed the bankers to take 
the money and run, even if the assets they sold became 
worthless, made it rational for these bankers to take 
excessive risk during the boom, even if they knew that a 
crash would take place in the not-too-distant future. This 


incentive to push bad securities on customers harmed their 
customers as well as the broader economy. 

Conflicts of interest were also pervasive in the model. In 
an important example, such conflicts affected the ratings 
that credit rating agencies such as Standard and Poor’s or 
Moody’s gave to the securities the bankers sold. Many of 
the securities—or parts of them—were rated AAA, the 
credit rating of the United States of America. Such high 
ratings encouraged investors to buy these products.” The 
conflict is that since the credit rating agencies were paid by 
the investment banks who created these complex 
securities, it is hardly surprising that the rating agencies 
gave high ratings to these risky products during the boom. 
Their motivation was that if, for example, Standard and 
Poor’s didn’t comply with the bankers’ demands for high 
ratings, the bankers threatened to take their business to 
Moody’s. This was no idle threat since, during the housing 
boom, credit rating agencies made a significant share of 
their profits from rating mortgage assets. 

The big banks convinced their investors and depositors 
that the originate-to-distribute model was safe for the 
banks to engage in. The banks claimed that they sold the 
mortgage securities to financial investors so they did not 
hold many of them on their books. They claimed, then, that 
if something went wrong, it wasn’t their problem. 
Moreover, the banks claimed they had insured whatever 
risk remained on their books by buying insurance in the 
form of credit default swaps. 


But these claims turned out to be false. As Fed Vice 
Chairman Donald Kahn remarked, “A good part of the risk 
associated with the securitization of subprime mortgages 
was not distributed into the market but was retained by 
banks.”+® Banks kept risky derivative products like 
mortgage-backed securities for several reasons. First, to 
convince potential investors that these securities were safe, 
banks often retained the riskiest part. Second, during the 
boom period, the production of these securities was so fast 
and furious that banks had to “warehouse” large quantities 
of them at any given point of time. It was like the chocolate 
factory scene in the I Love Lucy TV series when Lucy 
couldn’t package the chocolates coming down the assembly 
line fast enough, so she just started stuffing them in her 
mouth.+4 When demand collapsed in 2007, banks were left 
holding large amounts of these risky securities which then 
tanked in value along with the housing market. 

Moreover, claims that risk was hedged through credit 
default swaps were equally shaky. Since the value of credit 
default swaps hit $62 trillion in December 2007 while the 
maximum value of securities that might conceivably be 
insured was just $5 trillion, it is evident that the banks and 
others were not buying credit default swaps to insure them 
against losses, but, rather, were engaging in massive 
speculation on the future values of the CDOs. Reflecting on 
this incredible ratio of CDSs to insurable debt, Roger 
Altman, deputy secretary of the treasury under Clinton, 


noted, “this growth had nothing to do with protecting 
against defaults. Instead, it was just betting on markets.” +8 

These bankers used these claims of low risk and 
insurance to avoid having to keep on hand billions of 
dollars of capital and reserves that they could use to pay off 
creditors who wanted to pull their money out of the banks, 
or to compensate for the big losses in the value of their 
CDOs and other risky assets. So the ratio of the banks’ 
capital in relation to their risky assets was dangerously low. 
In fact, one of the selling points that the creators of credit 
default swaps made to their customers was that this 
“insurance” would mean that banks would not have to hold 
as much expensive capital and reserves just in case. Banks 
would much rather invest those reserves in high-paying 
financial assets than hold on to them in safe but low-return 
accounts. But the claims of the banks and CDS creators 
turned out to be mostly a myth. 

In addition, financial innovation had proceeded to the 
point where products like mortgage-backed securities and 
CDOs were so complex and so opaque that even the CEOs 
of the banks that sold them, much less the customers who 
bought them, were unable to understand them. A single 
CDO could own hundreds of mortgage-backed securities 
(each with its own large pool of individual mortgages). 
CDO-squared could contain hundreds of other CDOs. Given 
the complexity and opaqueness of these assets, the risks 
associated with them could not possibly be priced correctly. 
Indeed, because of their complexity, such financial assets 


did not even trade on markets. Eighty percent were sold by 
brokers directly to customers—that is, they were sold over- 
the-counter rather than on financial marketplaces or 
exchanges, such as the New York Stock Exchange. With 
“optimistic” credit ratings provided by rating agencies who 
were paid by the banks to be optimistic, the high returns on 
these securities were also grossly over optimistic. This 
helped to create a rising demand for these products. Who 
would not want to buy a high-return low-risk security? 

When the crisis hit these markets, no one really knew 
what these assets were worth, so it was difficult to sell 
these securities, as the movie Margin Call dramatically 
showed. Demand for these assets collapsed and their prices 
plummeted. No one knew which banks or investors were 
left holding the bag, so no one knew which bank might 
collapse as well. 

Advocates of originate to distribute also claimed that the 
model would allow risk to be sliced up into small bits and 
sold (distributed) to those who could best deal with that 
risk. Distributing this risk, they claimed, would allow the 
total risk in the financial system to be reduced. When I 
teach my students this claim, they find it to be 
preposterous. My students intuit that the total risk in the 
system could not be reduced by trading it around; it could 
only be shuffled from place to place. 

In fact, the truth is worse than my students surmised. 
Since financiers believed that their total risk was going 
down, they ended up taking on more risk. They did this by 


borrowing more and by investing in riskier financial 
products. So rather than total risk in the financial system 
going down, in the end, the total risk in the system went 
up, and by a lot. 

A significant aspect of this increased risk was because 
the banks borrowed billions of dollars of very short-term 
debt—much of it due in a day or a week—in order to allow 
them to buy financial assets such as CDOs whose value was 
highly uncertain. These assets eventually became very 
“illiquid”—that is: when the crash came, they could not 
easily be sold for cash at all. This led to a falling house of 
cards of unpayable debts spread throughout the global 
financial system. 

A final myth was that giant financial firms would pursue 
many different lines of business, and that by pursuing many 
different products and markets, their overall risk would 
fall. Instead, however, these giant financial conglomerates 
such as Citigroup and Bank of America were allowed to 
become so large and complex that neither insiders nor 
outsiders could evaluate their risks accurately or manage 
them properly. In fact, they had concentrated risks from the 
housing bubble on their balance sheets. 

By 2007, these myths began to be shattered, the housing 
bubble started to burst, and the house of cards came 
tumbling down, especially after Lehman Brothers went 
bankrupt in the fall of 2008 (see figure 3). As economist 
Jane D’Arista said, there was a “run on the financial sector 
by the financial sector.” 


WHAT HAS ROARING BANKING WROUGHT? FOLLOW THE 
MONEY 


The deregulation and new business model paid off 
beautifully for the major banks, their CEOs, and top 
traders. Iren Levina analyzed the sources of income for 
some of the key broker dealers like Merrill Lynch and 
investment banks like Goldman Sachs that were at the 
center of the crisis; she found that they received significant 
shares of their net revenues from these _ originate-to- 
distribute activities.142 These activities led to a huge 
increase in the size and profitability of the US financial 
system. 

Figure 4 shows the huge increase in the size of the US 
financial system relative to the size of the economy that 
began around 1980. Between 1980 and 1999, financial 
sector assets almost doubled relative to the size of the 
overall economy (measured by GDP). This growth began to 
accelerate with the erosion and then final repeal of the 
Glass-Steagall Act and the other deregulatory provisions of 
the Gramm-Leach-Bliley Act of 1999. By 2008, total 
financial assets were almost five times the size of the 
annual production of goods and services in the economy 
(GDP). 
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Figure 4. Financial sector assets as a percent of GDP, 1947- 
2022. Note: Period 1947-Q3-2022-Q2. Does not include land. 
Source: Board of Governors of the Federal Reserve System: 
Release Z.1 Financial Accounts of the United States: 
FL792000095.Q; Bureau of Economic Analysis; and author’s 
calculations. 


By 2020, before the pandemic, the value of financial 
assets relative to the size of the economy was more than 
double what it had been in 1980. Bank profits too were on 
the rise. Financial profits, as a share of total corporate 
profits, started rising around 1980 and just before the 
financial crisis, they amounted to 40 percent of all 
corporate profits. 


Size and profits are important to financial institutions, 
but what the bankers themselves mostly care about is their 
pay. And their pay did quite well, thank you. As figure 5a-b 
shows, financial wages increased significantly relative to 
wages in other sectors of the economy beginning in the 
1990s. Importantly, not all segments of finance benefited 
equally from this massive explosion of profitable financial 
activity. Figure 5b shows that the average incomes of 
investment banks, security brokers/dealers, and traders— 
the key actors in the mortgage supply chain—increased 
significantly more in the lead-up to the crisis, compared 
with run-of-the-mill commercial bankers. 
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Figure 5. Annual real wages and salaries per worker in 
finance and other sectors. Note: Figure shows the real annual 
total income from wages and salaries per full-time equivalent 


worker by sector (in thousands of dollars adjusted to the 2019 
price level). In panel (a), the discontinuity in the finance sector 
wages and salaries series results from the change industrial 
classification system from SICS to NAICS. Source: Bureau of 
Economic Analysis: National Income and Product Accounts. 


WHERE DO BANKERS’ INCOMES COME FROM? 


The massive rise of financial incomes in the United States 
and elsewhere, despite the enormous disruptions finance 
has inflicted on our economies, raises a simple question: 
where do all these profits and incomes come from? The 
question of the source and nature of profits in general has 
been one of the most controversial issues in economics 
from the beginning. The answers have ranged from “the 
land” (the Physiocrats of the eighteenth century), to 
“division of labor” and efficient production techniques 
(Adam Smith 1775), “factors of production”—land, labor, 
capital (David Ricardo, nineteenth century), to “labor and 
exploitation” (Karl Marx).22 But the source of incomes and 
profits in banking and finance has always been especially 
vexing. 

The conundrum starts with the observation that banking 
does not obviously produce anything. It is just lending 
money, a type of trading. Doubts about the social legitimacy 
of these profits have led, over the centuries, to significant 
social and legal restrictions. Medieval usury laws limited 
the interest rates charged for this trading; Islam forbade 
interest altogether. Making profit by simply lending money 
which appeared to produce nothing seemed unproductive, 


unseemly, even “evil.” But, as most societies recognized, if 
evil, it was a necessary evil: hence the “techniques” Islam 
uses to facilitate lending without interest; and the medieval 
practices of letting certain groups do the “dirty work” of 
lending money from the fringes, or while engaging in 
philanthropy, as in early Neapolitan banking. *+ 

Evil, or not, finding the source of these profits is crucial 
for understanding the economic and ethical implications of 
this enormous income. John Kay, a British economist, 
Financial Times columnist, author, and director of several 
financial companies, stated the question this way, “Why 
does [finance] appear so profitable? The common sense 
that suggests that the activity of exchanging bits of paper 
cannot make profits for everyone may be a clue that much 
of the profit is illusory: much of the growth of the finance 
sector represents not the creation of new wealth but the 
appropriation of wealth created elsewhere in the economy, 
mostly for the benefit of some of the people who work in 
the financial sector.” 4 

If Kay is correct how, specifically do financiers pull this 
off? 


The Circuit of Wealth Grabbing 


The processes by which this excess income and wealth are 
generated and grabbed by some, at the expense of others, 
operate at multiple levels.22 These levels include the 
financial firm and individual financial trader, the legal and 


accounting system, corruption, the financial sector, and the 
whole macroeconomy including the government and the 
Federal Reserve. Some of the mechanisms will be familiar: 
these include monopoly and market power where 
competition is low, allowing companies to overcharge for 
products and services, corruption where unscrupulous 
business people trick and even steal from clients, and then 
there are the government bailouts when things go south 
which subsidizes the bankers at taxpayers’ expense. 

But some of the mechanisms will seem mysterious or 
even magical. These are linked to the asset value booms 
and busts, such as the housing bubble. One of my 
roommates told me that the only thing about economics she 
learned from me in three years’ time was that “what goes 
up, must go down.” But what is mysterious and even seems 
magical is that some financiers are able to grab the wealth 
on the way up, and they don’t have to give it back on the 
way down. And stranger yet, if you think about it, by the 
time the boom has busted, the wealth itself has evaporated. 
So how do some people—these bankers—still have it?2* It 
turns out that this is not magical at all but, rather, it is due 
to concrete factors that enable the grabbing to occur, 
factors such as our legal system, accounting rules, 
monetary policy, and the way our banking system is 
designed. 


THE FIRM AND TRADER 


Looking at the relationship between the firm and the 
individual trader is fascinating. When the Queen of England 
famously asked a group of economists to explain the causes 
of the Great Financial Crisis of 2007-2009, after some 
thought one of the economists had an answer for her. 
Bankers were doing what they were paid to do. But they 
were paid to do the wrong things. In a series of articles, my 
colleague James Crotty elaborated on this answer. Crotty 
explains how the fortunes of the major investment banks 
like JP Morgan, Lehman, and Goldman Sachs depended on 
the short-term profits gained from creating complex 
products like collateralized debt obligations (CDOs) and the 
traders who sold and speculated on them. These banks and 
their top management incentivized these creators and 
traders with massive bonuses when they brought in fees 
and profits, even if these were short term. The CEOs and 
top management of these banks took a big share of these 
fees and short-term profits and pocketed them. They kept 
them even after many of these securities tanked in value 
and nearly drove these banks into bankruptcy. Even though 
bankers like Jamie Dimon could say, “No one saw this 
coming,” evidence makes clear that the top management 
understood what these traders were doing and the risks 
that were involved; some even sold stock in their banks 
before the crash, a clear sign of their inside knowledge. 


The traders themselves were aware of the short-term and 
ephemeral nature of the value of the assets they were 


marketing and trading. They knew that the mortgage- 
backed securities and CDOs were likely to drop in value 
and they knew that not only their customers but also their 
own bank which held on to these in their “warehouses” 
would lose out. But they apparently did not care, telling 
each other that when the bottom falls out: IBGYBG (“T’ll be 
gone, you'll be gone”).# Yet, they still received their 
bonuses. 2® 

John Kay and others have identified some of the tricks 
and strategies traders use to generate some of these high 
returns. Kay describes the common trade that involves the 
large probability of a small gain along with the small 
probability of a large loss.24 Betting big on such trades can 
generate a steady stream of winnings, until, of course, that 
large loss comes in. Kay offers the useful analogy of 
tailgating on the highway—it can often allow you to go 
slightly faster, but if the car in front slams on the brakes— 
bang—you incur a large loss which probably won’t be 
worth it. But in finance, it might well be. It is worth it if you 
get to keep most of the small winnings, foisting the losses 
off onto someone else, like the customers, shareholders, or 
taxpayers. A finance strategy which can create tailgating 
opportunities is the taking on of leverage (high levels of 
debt) by borrowing. 22 Leverage magnifies returns, but also 
magnifies losses. 

Corrupt and fraudulent practices operate like tailgating: 
they can make a lot of money, until they collapse. These 
include Ponzi schemes where the underlying investments 


do not pay high returns (or in the case of Bernie Madoff, for 
example, they don’t pay any returns), but previous 
investors are paid from the cash new investors put into the 
scheme. When you run out of new investors, you have a 
major traffic accident. 


ACCOUNTANTS AND LAWYERS 


This wealth grabbing was facilitated by other professionals, 
including the credit rating agencies, which we have already 
mentioned, and also the accounting profession that makes 
accounting rules for finance and other industries. The 
Financial Accounting Standards Board (FASB) which makes 
these rules, along with the credit rating agencies are 
examples of “gatekeepers”—a private entity that the 
government financial regulators empowered to act as 
monitors and even rule makers for the financial industry. Of 
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particular importance here were the accountants’ “mark-to- 
market” accounting principles. The key idea behind mark- 
to-market accounting is that the announcement of an 
increase in the future return associated with an investment 
usually leads to an immediate markup of the value of the 
asset on the bank’s balance sheet. This markup occurs 
regardless of whether the increased future return will ever 
happen.?2 These market-to-market asset values helped 
provide the basis on which the traders could claim their 
bonuses, and the CEOs could claim their cut. If and when 
these assets needed to be marked down should the asset 
values collapse, the traders will be gone. “2 


Legal rules were also crucial for allowing some bankers 
to grab income and wealth during the boom. For example, 
there were rules that allowed the buyers of credit default 
swaps to jump ahead of the line of other creditors in the 
case of bankruptcy or payment disruption. This meant that 
roaring bankers could capture income and wealth even as 
the bubble was bursting, ahead of others, including clients 
who had purchased securities who were left holding the 
bag.*+ Having priority to grab the wealth both on the way 
up and on the way down meant that the roaring bankers 
could grab wealth out of the bubble, while others found it 
evaporating in their very hands. 


CORRUPTION 


Much of this activity was legal, but much was not. From the 
beginning of the crisis, University of Kansas Missouri 
economist and law professor William Black relentlessly 
argued that corruption of the bankers and other key actors 
was a major driver of the crisis. Black had been a financial 
regulator during the Savings and Loan Crisis of the 1980s 
and had written an important book about it: The Best Way 
to Rob a Bank Is to Own One. While I found Black’s 
discussions informative and thought the phenomena he 
identified were important, I still believed that the main 
causes of the crisis were to be found elsewhere. That is, I 
believed that corruption was a “bug” not a “feature” of the 
financial system. 


I now think that Black was right, and I was wrong. 
Corruption was a central feature of the financial 
institutions and actions that drove the Great Financial 
Crisis and remain a key component of what drives roaring 
banking today.=2 There is a good deal of evidence that these 
corrupt practices paid off: very few of those responsible 
paid any penalty at all, either to the government 
authorities, or in their careers in the finance business. 
Among those who engaged in corrupt practices, low-level 
and high-level employees alike received promotions at their 
current firms or found high-paying positions in other 
financial firms. 

With respect to criminal action, this comparison is 
instructive: in the case of the Savings and Loan debacle of 
the 1980s, for example, as William Black has often pointed 
out, over seventeen hundred bankers served time in prison, 
whereas in the 2007-2009 financial crisis, only one person 
was convicted of defrauding a bank. 

This lack of public or private penalties gave top 
financiers lots of incentives to make risky bets and even 
take corrupt actions on the way up because they knew they 
could. They knew they could grab wealth on the way up, 
and not give it back on the way back down. 


MARKET POWER AND THE MEGA BANKS 


Good old market power is also important to understanding 
the profits and incomes that bankers can grab. Banking 
assets are highly concentrated among the largest banks. By 


the time of the crisis in 2007-2009, the top three banks 
held almost 40 percent of bank assets while the top ten 
held almost 70 percent. These figures are more than double 
the shares that were held by the top banks in 1994. The 
concentration in particularly lucrative areas, such as 
derivatives, is even higher. The top five mega banks control 
over 96 percent of derivatives trading. Derivatives, 
including credit default swaps, were among the most 
lucrative components of the roaring banking ecosystem. 


BAILOUTS AND THE MONEY SPIGOT 


We have already mentioned the massive bailouts that the 
Federal Reserve and the US Treasury gave to Wall Street 
when the financial crisis hit in 2007 and then again in the 
COVID 19 meltdown in March of 2020. The 2023 mini-crisis 
also elicited Fed bailouts. These trillions of dollars helped 
sustain the value of these banks’ financial assets and, in 
many cases, protected the stockholders and big creditors of 
these banks. Virtually all of these people were either 
financiers or, generally, members of the top 1 percent or 
0.1 percent of the country’s richest people. The bankers’ 
accurate expectations of these bailouts and the bailouts 
themselves both incentivized the bankers to engage in their 
risky behavior and also put a floor under their asset values 
when the whole edifice started coming down. 

These bailouts are a big component of what I call “the 
money spigot”: the Federal Reserve and ‘Treasury 
Department bailouts of financial institutions and markets 


protect the wealth of financiers who, as a result, are able to 
use this wealth to pay off and build the Bankers’ Club.“ 

But it is not just bailouts. The everyday actions of the 
Federal Reserve in putting enormous amounts of money 
into the financial system can help lubricate the trading and 
wealth accumulation of the bankers as well. One of the 
privileges that commercial banks get from the government 
is the ability to give customers money in a checking 
account when they make them a loan. This, in a sense, 
allows commercial banks to “create money.” In this way, 
banks share responsibility with the Federal Reserve in 
creating liquidity (money) in the financial system. Banks do 
this because they can make a profit when they lend money 
to customers. And this “liquidity creation” by banks also 
helps them acquire assets and grab wealth. Bankers’ 
access to money or “liquidity” helped asset sellers and the 
asset buyers to close their deals all along the credit chain, 
and this credit financed the huge increases in real estate 
prices and the financial assets connected to them.=2 
Financiers who had easy access to credit from banks, had 
easy access to “hard, cold US dollar cash.” 2% 

Access to this liquidity is what allowed the “roaring 
bankers” to grab the money even on the way down as the 
bubble was bursting. The top traders got their bonuses, 
and the CEOs got their shares, not in the form of more 
securities or equity in their banks, but in good, hard, dollar- 
denominated cash. In the era of roaring banking, the 
regulated and unregulated financial system became a vast 


machine for manufacturing liquidity that could be used 
along the credit supply chain. Borrowing short term on the 
global financial markets became cheap and easy. It was 
easy to sell financial assets to others because they could 
easily borrow money to finance their purchases. Yet, this 
vast pyramid of liquidity was itself an illusion. When the 
housing market began to tank, financiers became nervous, 
and they neither wanted to lend nor to buy financial assets. 
The liquidity disappeared. This is also what happened in 
March of 2023 when Silicon Valley Bank, a banker to high- 
technology firms and the venture capital firms that finance 
high-tech, had a classic bank run. The bank’s liquidity, and 
that of its depositors, evaporated virtually overnight. 


THE CRASH, THE BAILOUT, AND THE LIMITS OF FINANCIAL 
REFORM 


By 2007, the financial system was on the edge. Finally, in 
the fall of 2008, this whole pyramid of assets came 
tumbling down. The US government and the Federal 
Reserve were under enormous pressure to provide finance 
to the financial system to prevent it from melting down. 
They decided to bail out the banks at enormous cost, as 
much as $22 trillion dollars.24 But many resented the fact 
that “Wall Street was bailed out but Main Street was not.” 
The cost of the crisis for homeowners and working-class 
Americans was extensive. The Americans for Financial 
Reform summarized a number of studies which have tried 


to document the multitude of extensive costs to the public 
from the crisis.22 From when the financial crisis began in 
September 2008 through March 2014, almost 6 million 
families lost their homes to foreclosure and forced sales. 
Meanwhile, many families, especially minorities, lost a 
significant portion of their wealth because of the housing 
bust. =2 

Barack Obama ran for election on a platform of 
reforming the financial system and to end Too Big to Fail. 
He initiated a process, directed by his treasury secretary 
and former New York Federal Reserve president Timothy 
Geithner, in association with the Democratic leaders in the 
House and Senate, to develop and pass a financial reform 
bill. In 2010, Obama signed into law what became known 
as the Dodd-Frank Financial Reform Act, named after 
Congressman Barney Frank of Massachusetts and Senator 
Chris Dodd of Connecticut who chaired the banking and 
finance committees in the House and Senate and managed 
the legislation through Congress. 

The Dodd-Frank Reform Act was greatly flawed and 
compromised from the start. Treasury Secretary Timothy 
Geithner and Federal Reserve Chair Ben Bernanke were 
more concerned with stabilizing and sustaining the 
financial system than they were with truly restructuring it. 
They feared doing anything that would “spook” the banks. 
Even the passage of the Act in 2010 was a bit of a “bait and 
switch.” The Act was mostly little more than a blueprint 
that needed to be concretized over the years that followed: 


the Act called for 243 different rulemakings and 67 studies 
to be carried out, and to be developed with over 10 
different regulatory bodies, and phased in over as many as 
12 years. Quite obviously, this process was designed to give 
maximum opportunities for bank lobbyists to intervene in 
the rulemaking process and weaken or even eliminate the 
rules they did not like. 


BAILING OUT WALL STREET: IS IT WORTH IT? 


Many ask: Do we really need to keep bailing out the banks? 
Do they provide such important benefits to our economy 
and society that we just have to bite our lips, and pony up? 
Or is roaring banking’s contribution to the rest of us 
overhyped and overblown? It is worth trying to figure this 
out before the next full-blown financial crisis comes 
barreling down the pike. 


Are Bankers Essential 
Workers? 


“Bloated,” “parasitic,” “exploitative,” “fraudulent,” and 
perhaps the least nasty sounding but no less critical, 
“inefficient.” Critics of contemporary finance use these 
unflattering adjectives to describe the financial system. 

But many bankers themselves, friendly politicians, and 
some economists tell a very different story. For them the 
banking system is an “efficient allocator of credit”; it makes 
markets; it fosters innovation; it provides the lifeblood of 
our economy. They insist that “excessive regulation” of 
banking will starve the economy of needed credit and 
reduce valuable financial innovation: “America’s vibrant 
capital markets are the global gold standard, fueling the 
financial needs of business from the smallest single-person 
startup to our largest public companies. They enable the 
dreams of American families and help make the American 


economy the envy of the world.” They also deliver a 
warning to citizens and policy makers: “We _ also 
demonstrate that seemingly small changes (in regulations) 
can cause considerable damage far from Wall Street, 
harming both investors and American businesses and 
impeding job recovery and growth.” + 

Bankers warn that if regulations get too strong, and the 
political culture gets too “nasty” toward the bankers, then 
banks and bankers might leave the United States and take 
their talents and their capital elsewhere: we _ will 
experience a “banker brain drain” that, they claim, will 
have dire consequences for the health of our economy and 
the wealth of our citizens. This is the ultimate “club” that 
the bankers hold over our heads: the threat of a bankers’ 
strike, a bankers’ exit. 

How scared should we be? It depends on how much 
these banks and bankers actually contribute to our 
economy. If they contribute a lot, then, yes, perhaps we 
should be worried. 

If they contribute very little or nothing, then perhaps our 
response should be, “Goodbye and good riddance.” 

This chapter looks at the contributions our system of 
roaring banking makes to our economy and some of the 
costs associated with these contributions. I show that the 
net benefits of roaring banking are not only small, they are 
negative when compared with a well-functioning financial 
system. Far from getting major benefits, we are actually 
paying dearly to sustain this system of “modern finance.” 


So, how seriously should we take this threat that the 
bankers hold over us? 

In the end, this club that bankers hold over our heads is 
a blunt instrument: if the banks go bankrupt or the 
financial markets collapse, they can bring the whole 
economy down with them. But rather than being cowed by 
this threat, we simply need to understand this danger and 
deal with it head on through financial regulation and 
reconstruction. 


HOW WELL DOES MODERN FINANCE PERFORM THE BASIC 
FUNCTIONS OF THE FINANCIAL SYSTEM? 


A good way to understand our financial system’s 
contributions to society is to first note the main functions of 
finance. Our financial system should 

1. direct finance to productive investment by business 
and households; 

2. provide mechanisms for families to save for large 
expenses—for example, sending kids to college and for 
retirement; 

3. help businesses and households reduce risk by, for 
example, providing home insurance, life insurance, and car 
insurance; 

4. provide stable and flexible liquidity, so that families 
and businesses can make long-term investments, but when 
conditions change, they can easily and readily sell these 
assets for cash; 


5. provide an efficient payment mechanism _ so 
households and businesses can buy goods and services 
easily, safely, and with low transaction costs; and 

6. develop new products and processes to make all these 
activities better, cheaper, and more readily available 
(“financial innovation”). 

Let’s look at how roaring banking has (or has not) 
fulfilled each function. By the end of this chapter, it will be 
apparent that our financial system has, overall, done a poor 
job. While it has actually done a good job of enriching the 
richest Americans, roaring banking actually shrinks the 
nation’s wealth as a whole. 


Allocating Credit to Productive Investment 


A key justification for the high profits, salaries, and big 
bonuses that bankers get—as well as the amount of human 
and other resources that our society devotes to the 
business of finance—is that finance plays a crucial role in 
the operations of a capitalist economy: it provides credit to 
productive businesses that allows them to produce, grow, 
generate jobs, and innovate. Yet, by this measure, roaring 
banking comes up very short. 

To assess how well our financial system allocates credit 
we have to look at several components of the process. 
Making credit available at a competitive cost is of course 
important. But equally important is the role banks play in 
acquiring and utilizing information about good business 


endeavors and monitoring the borrower after the credit 
commitment is made to make sure that the money is well 
used. Lending to businesses with productive opportunities, 
at competitive rates, followed up with effective monitoring 
of the borrower are all crucial components of a productive 
financial system that help drive the capitalist economy 
forward. 2 

As we saw in the previous chapter, during the 1950s- 
1970s, boring banking focused on lending credit to 
businesses, households and government entities, and used 
close credit assessments and monitoring to manage that 
lending. Though far from perfect for reasons we discussed 
there—discrimination against women and minorities was 
rife, including redlining—overall, US banking did play an 
important role in providing productive credit to the 
economy. 

By the 1990s, the business model had changed 
dramatically to one dominated by banks lending to each 
other rather than to nonfinancial enterprises, and engaging 
in financial trading, rather than lending. In joint research 
with Juan Antonio Montecino and Iren Levina, I found that 
in the period between 1950 and the Great Financial Crisis, 
lending among financial institutions increased fivefold. By 
the time the crisis hit, lending among bankers themselves 
constituted more than half of all lending.2 And even with 
the lending it did make to the “real economy,” banks did an 
extraordinarily poor job of assessing credit prospects and 


monitoring credit risks, as the Great Financial Crisis 
demonstrated. 

On the borrowing side, US nonfinancial corporations in 
recent years have greatly reduced their demand for credit 
from the financial markets. Over some periods, nonfinancial 
corporations in the United States have even become net 
lenders—that is, they have become more like banks 
themselves.* Companies have several sources of funds they 
can use to finance their investments in plant, equipment, 
and research and development: “retained earnings,” which 
are the profits they keep on hand;2 and external sources of 
funding which they can get either by borrowing from 
financial markets or by selling new issues of stock. My 
work with Joao Paulo De Souza shows that, during the 
period of roaring banking in the United States and some 
other major financial centers in the world, nonfinancial 
corporations did not utilize financial market credit to fund a 
large portion of their productive investments, and, in the 
latter part of the period, they became net lenders 
themselves. In short, roaring banks do not perform well in 
one of the most important textbook roles of finance: 
allocating credit to productive investment. 

Banks are not the only type of financial institution in the 
United States. Other nonbank financial institutions have 
grown rapidly in the last several decades. Unfortunately, as 
I discuss next, the evidence indicates that many of these 
institutions might be even worse than regulated financial 
institutions. 


PRIVATE EQUITY 


Take private equity (PE) firms. Private equity was thrust 
into the limelight when Mitt Romney ran for president of 
the United States in 2012. Romney had been a key 
principal at Bain Capital, a private equity firm. A number of 
in-depth investigations of Bain Capital’s activities, notably a 
piece by Matt Taibbi in Rolling Stone magazine, cast a 
bright light on some of the destructive impacts PE has had 
on companies and workers. PEs loaded companies up with 
debt, then breaking them up into pieces, selling them off, 
and laying off workers and managers. ® 

As Eileen Appelbaum and Rosemary Batt describe in 
their pathbreaking book Private Equity at Work, Bain 
Capital’s behavior was far from unique. Private equity is a 
relabeled and rebranded version of the hostile takeover, 
leveraged buyout craze of the 1980s that spawned the 
Gordon Geko battle cry: “Greed is good!” but ended in 
disgrace as Michael Milken and others were put in jail for 
misdeeds. Private equity reemerged relabeled in the 2000s 
promising high returns, and euphemistically referred to as 
an alternative investment. In reality, the business model of 
PE firms is often toxic for companies and their customers. 

This is how private equity works: Private equity funds 
pool funds from multiple investors such as hedge funds, 
pension funds, university endowments, and _ wealthy 
individuals. The PE firms use high levels of debt to buy out 
companies in many different industries, from Friendly’s Ice 
Cream to veterinary clinics to nursing homes and 


emergency room practices. These “leveraged buyout” deals 
often involve using 70 percent debt and only 30 percent 
equity. The owners (“major partners”) of the PE firms 
usually put no more than 2 percent of their own funds at 
risk, yet they get the lion’s share of the profits from the 
deal. Rosemary Batt of Cornell’s ILR school explains: “The 
companies [the PE firms] acquire are then saddled with 
burdensome debt and forced to reduce costs, which often 
leads to layoffs, wage freezes for existing workers, and 
outsourcing of various company functions to contractors. 
The lead company pushes the contractor on cost, so it’s 
more likely the outsourced contractor will be non-union and 
pay lower wages.” 2 

Thus, private equity firms’ financial strategies are 
designed to extract maximum value from the companies 
they buy and sell, often to the detriment of those 
companies and their employees and suppliers. 2 

The size and impact of the PE firms have grown 
significantly in the last two decades. From 2000 to 2020, 
companies employing 11.7 million workers were purchased 
by private equity firms. In 2020, PE firms controlled over 
eight thousand companies and have more than $7 trillion of 
assets under their control. Between four hundred and five 
hundred PE funds were launched every year between 2014 
and 2020 with billions of dollars of financial capital. In 
2021 Eileen Appelbaum noted, “With its’ coffers 
overflowing, private equity is poised to buy out companies 
in every state and industry.” 2 


The PE business model, with its high debts and the 
extraction of large fees from companies, has driven many 
businesses into bankruptcy. For example, PE firms own only 
a fraction of US retail chains, but they are behind a large 
share of bankruptcies—63 percent between 2015 and 2019, 
including well-known companies such as Toys R Us, Payless 
Shoes, and Radio Shack. +2 

PE firms’ spread into key industries has led to lower 
quality and higher costs facing clients. This has been 
especially problematic in the “care industries”—for 
example health care and nursing homes. PE investments in 
health care have increased more than twentyfold between 
2000 and 2020. Studies have indicated that PE-owned 
nursing homes perform poorly: one study indicated that 
when PE takes over a nursing home, mortality rates jump 
by 10 percent compared with non-PE-owned facilities, 
“implying 20,150 lives lost due to PE ownership over [the] 
twelve-year sample” of the study.“ PE is also driving 
concentration in the health-care industry and contributing 
to higher charges, including a wave of unexpected billing. 
For example, large financial companies such as KKR and 
Blackstone control 30 percent of the market for outsourced 
ER doctors. 4 

PE firms have also gone into real estate and real estate 
investment trusts where they are buying up housing units 
and other properties, often leading to higher rents and 
deteriorating conditions.*+* PE firms have also invested over 
a trillion dollars in recent years in the energy sector, with 


over 80 percent of it going into fossil fuels. They have also 
invested heavily in the news sector, with PE firms owning 
roughly half of all daily newspapers in the country, a sector 
that is widely believed to be experiencing a _ serious 
deterioration in local news coverage.“ 

Appelbaum and Batt (2014), among other studies, show 
that the impact on employment of PE is likely adverse. This 
is particularly true when the PE companies take over large 
firms. The PE firms often have little management expertise 
for managing and restructuring such firms; their main goal 
is often to extract maximum short-run returns for the top 
partners of the PE firm. This is particularly ironic because a 
significant amount of worker pension funds is invested in 
private equity. Approximately one-fifth of PE funding comes 
from public pension funds. 

Private equity firms have returned to their investors (so- 
called limited partners) about the same, on average, as 
they could earn by investing in a portfolio of public 
companies. This average performance for pension funds 
and other investors stands in stark contrast to the earnings 
of the principal partners (so-called general partners) in 
these firms who earn the lion’s share of the returns. In fact, 
the number of PE general partner multibillionaires rose 
from three in 2005 to twenty-two in 2020. PE firms, to 
use Professor Ludovic Phalippou’s phrase, are “billionaire 
factories.” *° 


Helping Households Save for Retirement and Other Big 


Expenses 
ASSET MANAGEMENT FIRMS 


As public pensions and social security have become less 
adequate as vehicles for retirement, families have had to 
turn to do-it-yourself saving and financial investment in 
order to prepare for retirement. This dependence on 
private savings institutions has also been part of a 
transformation from “defined benefit” pension plans, where 
the payouts on retirement are determined in advance, to 
“defined contribution” plans, where workers’ payouts are 
determined by their portfolio returns minus management 
costs charged by their asset managers. It is this 
transformation that has put American households squarely 
in the pockets of one of the biggest and most rapidly 
growing components of the modern financial world—asset 
managers.“ 

The impact of asset management companies on people’s 
retirement prospects is decidedly mixed. Asset 
management activities have been a source of major growth 
of the financial sector in the United States during the last 
several decades.42 These services include investment 
advisory services, creating and providing investment 
vehicles such as mutual funds and other investment 
products; managing public and private pension plans; and 
managing IRAs, 501(k)s, and other tax-sheltered vehicles. 
Asset management services have grown from $4 billion in 
assets managed by fifty-one firms in 1940 to more than $63 


trillion in assets with over eleven thousand advisors and 
almost ten thousand mutual funds registered with the SEC 
in 2014.+° These financial services are sold and provided by 
a vast array of financial institutions: mutual fund 
companies, such as Fidelity and Vanguard; insurance 
companies; as well as banks and investment banks that 
provide investment services and custodial services. And 
they also include hedge funds and private equity firms that 
provide so-called alternative investments, as I discussed 
earlier for the case of private equity. Asset managers earn 
substantial incomes. A big question is how much of this 
income is justified by the services these firms provide? 


OVERCHARGED IN THE ASSET MANAGEMENT BUSINESS 


In recent years there has been a good deal of research 
looking at the performance of these asset managers. The 
upshot of all this research is that many asset managers of 
various types_ significantly “overcharge” American 
households through excessive costs and fees and subpar 
performance.22 This overcharging stems from the fact that 
there is often a conflict of interest between the asset 
manager/advisor and the saver: the higher the manager’s 
income per dollar invested, the lower the savers’ return, 
unless the advisor puts the savers’ wealth in higher return 
assets. Unfortunately, in general, that does not appear to 
be the case. This creates an incentive on the part of the 
manager to benefit at the expense of the investor, 
especially if the manager is not subject to significant 


competition from other managers who deliver more 
genuine benefits to savers. 

For this overcharging to work and be sustained in the 
long run there need to be structural problems in the asset 
Management business that prevent many savers from 
voting with their feet by moving their money to better- 
performing investments and managers. The factors which 
inhibit this competition include contrived complexity and 
opacity, which make it difficult if not impossible for savers 
to understand the true costs or risks; lack of enforcement 
of fiduciary duty on the part of managers; and common 
anticompetitive and costly practices within the asset 
management business that are not challenged by 
regulators. 

There has been a good deal of academic research which 
strongly indicates that these conflicted interests often lead 
to poor, costly advice for savers. In a conservative estimate, 
the Council of Economic Advisers, an economics research 
unit within the White House, suggests that these conflicts 
lead to an overcharging of at least 1 percent a year. On a 
$100,000 nest egg over forty years, this cost amounts to 
almost $150,000 in lost income for a typical household, 
most of which goes to profits for the asset management 
firm. +4 


HEDGE FUNDS 


Public pension funds have not only invested in private 
equity, but also in hedge funds. Like private equity, hedge 


funds represent another “alternative investment” that 
appear to have high costs and relatively low returns for 
investors. By some estimates, hedge funds managed $2.7 
trillion in assets in 2019.22 

Hedge funds are relatively unregulated investment funds 
that promise to give high returns, no matter the state of the 
overall financial markets, and, in “exchange,” they charge 
huge fees for managing the funds. These fees create 
massive incomes for many hedge fund managers, and the 
question is whether the returns that investors get justify 
these fees. The term “hedge funds” has by now become a 
gigantic misnomer. To “hedge” is to reduce volatility and 
risk (as in “to hedge one’s bets”); and perhaps, early hedge 
funds tried to balance risks in such a way as to hedge 
investors’ bets. But in the era of roaring banking, hedge 
funds have adopted strategies that stray far from reducing 
risk, and by using high doses of borrowing and complex 
trades, many hedge funds have become quite risky 
indeed. 

High-risk strategies and overcharging can lead to 
significant losses for investors and large incomes for hedge 
fund managers.“ It is difficult to get precise data on hedge 
funds and their performance because of their lack of 
transparency and regulation. This makes it very difficult to 
assess their net benefits. 

Hedge funds, like many private equity firms, use a “two 
and twenty” fee structure. Investors pay a management fee 
of 2 percent of the amount of the total investment and then 


a performance fee of 20 percent on any returns above a 
certain threshold. Some pension funds and savvy investors 
are able to bargain down these costs to some extent, but, 
as far as the data allow one to tell, the management costs 
are still significantly higher than for any other pension fund 
investments. In fact, the average fees that the typical 
pension funds pay for other kinds of investments amount to 
less than half a percent. 22 

These are not the only fees investors pay to hedge funds. 
Hedge funds also charge large hidden fees _ for 
administrative, trading, and legal costs that are charged 
directly back to the investor and are often not disclosed. In 
fact, it is not uncommon for hedge funds to require pension 
funds to sign contracts stipulating that hedge funds do not 
have to disclose these fees, and that pension funds do not 
have the right to demand disclosure.2° As for the bottom 
line, much evidence shows that the risk-adjusted returns 
that hedge funds provide to investors are not high enough 
to justify these costs. 

One might think that this is not really a problem from a 
societal point of view, but rather just a case of one group of 
wealthy people ripping off another group of wealthy people. 
But in recent years, many pension funds which manage 
savings for workers and non-wealthy households have 
invested heavily in hedge funds. As of mid-2014, $450 
billion in US public pension assets was invested in hedge 
funds, and one-fifth of institutional investor capital in hedge 
funds came from public pension funds. Since that time, the 


share of public pension funds invested in “alternative 
investments” has increased. 24 

State and local governments have also suffered through 
their interactions with these institutions (banking and 
hedge funds). Here, modern banking has proved costly for 
some cities and states that have utilized their services to 
finance municipal infrastructure and pensions.#2 These 
have created major problems from Detroit to Puerto Rico. 
Rather than helping to allocate credit to finance important 
investment, such as municipal infrastructure, banks sold 
derivative products that extracted wealth and undermined 
the economic health of these states and municipalities. 


PREDATORY LENDING AND OTHER ASPECTS OF “BANKING ON THE POOR’ 


Financial practices have contributed to the creation and 
maintenance of poverty. Nowhere are these connections 
between finance and inequality and poverty more apparent 
than in the provision of banking services for poor 
households. 2? The most dramatic and costly recent example 
of predatory practices in banking service provision has 
been in the subprime lending fiasco which stripped lower, 
and lower-middle-income families of millions of dollars of 
wealth by loading them up with debt to buy a house, and 
then foreclosing on the house in a market downturn, 
leading these families to lose whatever equity they had 
built up in their property. 

But massive income and wealth stripping occurs in less 
dramatic, yet very damaging ways in the everyday 


provision—or lack thereof—of banking services to the poor 
and lower-middle-income households. 

According to estimates, 20-40 percent of the population 
must rely to some extent on nontraditional financial 
services—including payday lenders and pawnbrokers—for 
financial services.22 By some calculations, over 93 million 
people do most or all of their banking through “fringe” 
lenders such as pawn shops or payday lenders. As with 
other aspects of inequality, some groups are hit harder than 
others: 53.6 percent of Black households and 46.4 percent 
of Hispanic households are unbanked or underbanked. + 

The costs of these fringe financial services are extremely 
high, and the major reason households incur them is that 
they do not have access to standard financial services. 
These fringe services include check cashing, money orders, 
payday lending, pawnshops, rent-to-own agreements, and 
other similar products. In 2013, US households paid $103 
billion dollars in fees and interest for these services; $22 
billion for payday lending ser-vices; $22.1 billion for 
installment credit; $39.7 billion for subprime auto loans 
and subprime student loans; $9.8 billion for check cashing 
and similar services; and more than $9 billion for tax 
preparation, checking accounts, and similar operations. 
According to the US Postal Service report, the average 
financially underserved household has an annual income of 
$25,500 and spends about $2,412 of that on alternative 
financial services and interest. This amounts to about 9.5 
percent of their income. This is a huge expense for such 


families. Some startling figures suggest how much. 
According to some estimates, people who filed for 
bankruptcy in 2012 were just $26 per month short of 
meeting their expenses! =4 

Payday lending is among the more egregious types of 
fringe banking that poor and lower-middle-class households 
are subject to. Twelve million people use payday loans 
annually. The average loan size is $375 with $520 in 
interest. The interest rates on payday loans run, 
according to Baradaran, from 300 to 2,000 percent per 
annum. The average is just shy of 400 percent. According 
to the PEW Trusts, this makes payday loans unaffordable. 
Only 14 percent of borrowers surveyed can afford the 
typical $400 needed on average to pay off the lump-sum 
charges of the loan. Payday lenders cluster in low to 
moderate-income neighborhoods, with these lenders being 
eight times more concentrated in neighborhoods with the 
largest share of African Americans and Latinos as 
compared with White Americans. 4 

Payday loans are often thought of as short term, but 
because many borrowers cannot pay off the loan in the 
short term, they must roll it over. An average borrower 
uses eight loans lasting eighteen days each, and thus has a 
payday loan for five months, on average, each year. While 
many think that these payday loans are used to pay for 
unexpected expenses, many payday loans are used to cover 
normal, repeated living costs. According to the PEW Trusts, 
69 percent used these loans to cover recurring expenses 


such as utilities, credit card bills, rent, or mortgage 
payments; 16 percent used them to deal with an 
unexpected expense, such as a car repair or medical 
expense. =2 

It might seem that payday lending and other fringe 
banking is carried out by small financial institutions on the 
margins of the financial system, but this is not always the 
case. It is becoming increasingly clear that many of these 
financial institutions are closely connected to the core 
banking and financial institutions of the economy.2° Major 
financial institutions such as JP Morgan Chase, Bank of 
America, and Wells Fargo enable these high-cost practices 
to occur. These relationships with the big banks provide 
critical links for the lenders, enabling, for example, the 
banks to withdraw payments automatically from borrowers’ 
bank accounts, even in states where the loans are banned 
entirely. In some cases, the banks allow lenders to tap 
checking accounts even after the customers have asked the 
banks to stop. 4 

The major banks have other more direct connections as 
well. A study by the “public accountability initiative” 
estimates that big banks provide $1.5 billion in credit to 
incorporated payday loan companies and an estimated 
$2.5-$5.3 billion to the industry as a whole. Bank of 
America and its subsidiaries own significant stakes (more 
than 1 percent) in four of the top five publicly traded (on 
the stock market) payday lenders. There are also more 
subtle ties with the big banks—interlinks between 


personnel in these banks and the predatory lenders—for 
example, payday lenders who have ties to current or former 
personnel at Goldman Sachs, Bank of America, Morgan 
Stanley, and Credit Suisse. 2% 

These links, both direct and indirect, between the 
predatory financial industry and the large banks are 
representative of a more general phenomenon: The large 
Wall Street banks sit at the epicenter of the financial 
system. As a result, virtually all of the major aspects of 
finance that we have discussed so far—hedge funds, private 
equity, predatory lending, the mortgage market, and the so- 
called shadow banking system—are tied to some extent to 
these mega banks. 


Help Businesses and Households Reduce Risk 


The insurance industry has always been problematic from 
the perspective of many households: complaints about 
coverage disappearing just as it is needed, excessive costs, 
and poor service have been commonplace for decades. 22 
Where the insurance industry has really fallen down in 
recent years is its promises to insure financial products 
and, instead, taking the money and running. For example, 
the financial products that roaring banking sold in 
connection with the financial crisis of 2007-2009, and 
especially the credit default swaps, which were sold by AIG 
and other insurance and financial institutions, did not 
spread and reduce risk as they had promised. These 


insurance products were really high-risk mechanisms for 
high-stakes gambling, representing the concentration of 
risk on the books of key large financial institutions in the 
United States and abroad. So rather than reducing risks, 
they massively increased them and put them squarely on 
the backs of homeowners, workers, and taxpayers. 


Provide Stable and Flexible Liquidity 


Liquidity has two general meanings when it comes to 
finance. Market liquidity refers to the ability to sell assets 
quickly, with low transaction costs and little or no loss of 
value. Funding liquidity refers to the ability to have 
inexpensive and quick access to credit for purposes of 
buying assets. 

US financial markets are often praised in the financial 
press for having the broadest, deepest, and most liquid 
financial markets in the world. The Chamber of Commerce 
sings the praises of liquidity provided by modern finance. 
According to the Chamber these include, for households, 
“lower trading costs and (sic) retirement savings.” *’ For 
businesses, the claims include “greater access to capital at 
a lower cost”; “increased transparency and improved price 
discovery”; and “improved risk management.” For US 
workers and businesses, liquidity is credited with “global 
competitiveness of the U.S. economy”; “job creation, 
recovery and growth”; and a “strong financial services 
sector.” They conclude with the argument that liquid 


markets help Main Street by “maintaining the United 
States as the premier global financial center.” But they 
warn, ominously, that this is not necessarily forever: “The 
United States remains a global leader. But market 
participants will seek out firms and locations that can 
provide trading and other financial services at lower cost.” 
In other words, a warning to the government: don’t do 
anything that will “reduce liquidity.” — 

One would gather from this that liquidity is good and 
anything that reduces liquidity is bad. The more liquidity 
the better. But this view is false. In chapter 3, I described 
the illusion of plenty of liquidity, until it evaporates. Far 
from being a provider of stable and steady liquidity to the 
financial markets for useful purposes, our modern financial 
system’s liquidity production mechanisms drive a roller 
coaster of financial activity. This feast or famine quality is 
evident in the dynamics of the most recent financial fad, 
cryptocurrencies, to be discussed presently. 


Provide an Efficient Payment Mechanism 


The payment system is the internal plumbing of the 
financial system and, like the plumbing in your bathroom, 
unless it gets clogged up or it overflows, you take it for 
granted, barely noting its existence. The payments system 
is the place where all the financial transactions in the 
global marketplace are processed. When you go into a store 
and swipe your credit or your debit card and the store 


security lets you walk out with merchandise without 
chasing after you with their guns drawn, it is because the 
payment system has worked: the store’s bank account gets 
a credit from your bank account or credit card bank and 
the merchandise is yours. 

But the system does not work for everyone. The 
discussion earlier about predatory lending and the 
unbanked illustrates well that the payment system does not 
work well for poor and marginalized communities. 

Moreover, the COVID-19 crisis showed us how poor our 
payment system is for some members of our society when it 
matters most. The government’s attempt to send funds to 
households when the coronavirus shutdown occurred was 
costly and, in many cases, delayed. Many households had 
no access to quick payment mechanisms. And others had to 
pay high fees. “4 


NEW FRONTIERS FOR PAYMENTS? 


The payment system in the United States, especially for 
small users, is expensive, and, for some _ transactions, 
painfully slow. If you have ever tried to wire money abroad 
to pay a collaborator or send money to a needy relative, 
you probably know what I mean. If you are poor and 
“unbanked,” the problem is even worse. These problems 
are surprising, considering the huge _ technological 
advances we have seen in communication and cyberspace, 
where phone calls, texts, emails, and Zooming around the 
world are commonplace, fast, and relatively cheap. 


The roots of the problems with our payment system, 
therefore, do not appear to be technological. Rather, they 
appear to be associated with the bankers’ ability to charge 
high fees to customers who have few options and low 
bargaining power. 

Apart from costs, other issues have riled up payment- 
system users. The first concerns security and trust more 
generally. With respect to security, millions of dollars are 
stolen from people’s bank accounts, credit cards, and other 
payment modalities by cyber criminals and other fraudsters 
every year, and the problem appears to be getting worse. 
And trust in both the financial system and the government, 
already on shaky ground with earlier financial and political 
scandals, took a huge hit with the Great Financial Crisis of 
2007-2009 when the banks’ recklessness crashed the 
economy and the federal government bailed them out, 
leaving millions of Americans holding the bag. This 
dissatisfaction and even anger with the banking system, 
and the government’s support of the banks, rendered 
millions of Americans vulnerable to those promoting 
payments and banking alternatives that promised 
protection and freedom from both the government and the 
banks. All the better if the alternative could be 
implemented purely technically, anonymously, and 
automatically, untouched by untrustworthy human hands, 
and especially those of bankers or the government. 

Cryptocurrencies such as Bitcoin have been promoted by 
their advocates as solutions to these problems. Bitcoin was 


the first cryptocurrency, and hopes ran high when it was 
first introduced in June 2009, just months after the Lehman 
Brothers collapse. Since that time, cryptocurrencies have 
been promoted as being outside the control of both 
government and the banking system. They are said to be 
secret and anonymous and to operate in a private system 
that is completely decentralized, having no _ central 
authority managing it. Cyberspace, digitalization, and 
computers implement this currency and payment system 
using the complex programming of cryptology—code 
making and breaking. 

Bitcoin was followed by the introduction of many other 
cryptocurrencies. But it was soon realized that Bitcoin and 
other cryptocurrencies did not work very well as currencies 
and really did not improve the payments system at all. A 
main problem was that Bitcoin and other cryptocurrencies 
fluctuated wildly in value. This hardly makes for a great 
currency, which should have, as an essential characteristic, 
a fairly stable value (purchasing power) over time. But the 
crypto promoters have redoubled their efforts to convince 
policy makers and the public that crypto finance is a 
revolutionary and socially valuable innovation. I assess 
these claims a bit later. 


Develop New Products and Processes 


One of the most prized functions of finance is the creation 
and dissemination of financial innovations: finding ways to 


make financial activities better, cheaper, and more readily 
available. Unfortunately for the Bankers’ Club, there is 
little or no empirical evidence that in the last several de-- 
cades, financial innovations have contributed to significant 
improvements in economic welfare. In fact, quite the 
opposite. The most comprehensive analysis of the empirical 
literature on the impacts of financial innovation on 
economic outcomes, and especially economic growth, finds 
empirically there has been very little evidence provided on 
these key benefits. Financial innovation raises the profits of 
the innovating financial firm, at least in the short run. As 
for the social impact, a comprehensive survey of the 
determinants and effects of financial innovation shows that 
there is virtually no evidence that financial innovations 
contribute to lower cost of capital, more investment, or 
higher rates of economic growth. This should not be 
Surprising since the studies show that much of financial 
innovation is used to avoid taxes and financial regulations, 
not to increase productivity or the size of society’s 
economic pie. 

Former chair of the Federal Reserve, Paul Volcker, sums 
it up best: 


I found myself sitting next to one of the inventors of financial engineering 
... (who) I knew had won a Nobel Prize; ... I asked what ... financial 
engineering does for the economy and what it does for productivity ... he 
leaned over and whispered in my ear that it does nothing—and this was 
from a leader in the world of financial engineering. I asked him what it did 
do, and he said that it moves around the rents [excess payments] in the 
financial system ... I have no doubts that it moves around the rents in the 
financial system, but not only this, ... it seems to have vastly increased 


them. 42 


CRYPTOCURRENCIES AND CRYPTO FINANCE 


Crypto finance, including cryptocurrency, is the newest hot 
item in the world of financial innovation.“* One in five 
Americans reports having traded cryptocurrency, with polls 
showing that trading is more common among younger 
adults, men, and racial minorities.“ These data fit with my 
own experience of teaching students about crypto—laying 
out its risks and questioning its rewards. In recent years, 
my undergrads, some of whom used their pandemic 
stimulus checks to trade in crypto, rolled their eyes at me, 
presumably for being a boomer dinosaur. This eye-rolling 
occurred, however, before the value of Bitcoin dropped by 
50 percent and $2 trillion of crypto assets evaporated into 
thin air during the “crypto winter” of the summer of 2022. 
My students weren’t the only ones throwing money at 
crypto. Venture capitalists gave millions of dollars to crypto 
start-ups, sometimes without even knowing the names of 
the companies’ principals.*® Crypto entrepreneurs, who 
controlled hundreds of millions of dollars in investor funds, 
invested via “mysterious internet avatars scrubbed of 
identifying information.” “An anonymous crypto collective 
called Anubis DAO raised nearly $60 million in a few hours 
. ; less than a day later, the funds disappeared.” *® 
Between January 2021 and the spring of 2022 over forty-six 
thousand people collectively lost over $1 billion to scams 
involving crypto. And this does not include all the losses 


from the asset value collapses of the crypto winter or the 
collapse of Samuel Bankman-Fried’s FTX in the winter of 
2022. Many of the losers are small investors, caught in the 
frenzy. New York Times reporter David Yaffe-Bellany 
interviewed small investors who lost their money in 
companies like Celsius which advertised itself as an 
alternative bank. When the crypto winter came, it filed for 
bankruptcy, leaving many people to lose their investments. 
These were savings they were using to buy a home, go to 
college, or start a business. Some of them contemplated 
suicide, according to the New York Times. 

As if the crypto winter in the summer of 2022 was not 
bad enough for the industry, the industry was jolted again 
when Samuel Bankman-Fried’s FIX  cryptocurrency 
exchange, the second largest in the world, went bankrupt 
in a cloud of accusations of fraudulent behavior. Bankman- 
Fried was arrested by the US authorities soon thereafter. 

One might expect that the dramatic collapse of FTX 
would have driven a stake in the heart of crypto. But crypto 
finance lives on and the industry is trying to rehabilitate 
itself. In some countries outside the United States, it is 
even thriving. Crypto finance, despite its significant 
problems, is far from dead. 

We therefore need to better understand what 
cryptocurrencies/finance is, what it isn’t, and most 
important, what, if anything, it’s good for. 


BEHIND THE CRYPTO CURTAIN 


The “crypto” in these names refers to “cryptography,” 
derived from the ancient Greek kryptos, meaning “hidden 
or secret,” and graphein—“to write.” Cryptography is a 
technique for secure communication in the presence of 


n” 


adversarial behavior; more generally, it refers to protocols 
that prevent third parties or the public from reading 
private messages. Many will know this term from famous 
historical episodes of code breaking, such as during World 
War II when mathematician Alan Turing used cryptography 
to break the German Enigma (cryptographic) Code, helping 
the Allies defeat the Nazis. 2° 

What, you might ask, can cryptography possibly have to 
do with money? Well if you want to design a currency that 
you can transfer electronically around the country and, 
indeed, the world, and you don’t want anyone to know 
about it or be able to trace it, then using cryptographic 
methods to hide it, and have the person receiving it have a 
code-breaking key that would allow them to receive it, 
would be a good way to start. But to be able to send money 
this way, you have a further problem to solve. Take a $100 
that you would like to send to a company to buy a rare 
book. What is to prevent you from using that same $100 
multiple times to buy multiple rare books. Well, if you wire 
$100 to the rare book dealer, your bank debits the $100 
(and probably some excessive fees) from your bank 
account, and the book dealer has an account in a bank that 
adds the $100 to their account. Your $100 vanishes and the 
$100 appears in their account. The two banks keep track of 


these transfers and verify it went from your account to 
theirs. 

But what if you didn’t want to use banks? Then how do 
you do this? Well, you could take a photo of your $100 
dollar bill and send it by text or email to the book dealer. 
They would have the photo and perhaps could use it to buy 
groceries from someone to whom they would send the 
digitalized picture. But what would prevent you from using 
that same photo and emailing it to someone else to buy a 
new pair of shoes? If there is no way to avoid this double 
(or more) counting, then money will have no limit or 
scarcity, and soon people will lose confidence in its value. 

So how do you ensure this purely electronic, person to 
person, decentralized money transfer avoids the double- 
counting problem, keeps the supply of currency limited, 
and verifies and keeps track of the transfers of assets from 
one person to another? That is, how do you substitute for 
the things that banks and other market-making institutions 
do every day? 

A crypto solution was invented by Satoshi Nakamoto, 
who rather appropriately is anonymous and may not even 
exist. “Nakamoto” developed an artificial and deliberately 
difficult cryptographic method to keep the cryptocurrency 
scarce, prevent double-counting (and spending), and verify 
the transfer of ownership from one person to another, all 
without relying on the financial institutions or the 
government. They called the cryptographic process 
“mining” to evoke the difficulty, blood, sweat, and tears of 


mining gold or silver, even though not much blood, sweat, 
or tears accompany the writing of the computer code that 
is involved. To try to keep the verification process 
decentralized and difficult, the mining and currency 
transfer use a type of record-keeping mechanism—a 
“ledger” (or record) that is kept on a network of computers 
that could be anywhere in the world. This is called a 
“distributed ledger”; “blockchain” is the type of distributed 
ledger that is most often used with cryptocurrenies. 

“Mining” refers to a contest that verifies a transaction 
and puts the transaction on this decentralized ledger. It is a 
contest by which a person does what Alan Turing did: 
figure out the answer to a cryptographic puzzle and be the 
first one to do it. But it is much more mechanical and easier 
than what Turing did. The miner’s computer simply needs 
to guess the answer over and over again as fast as possible, 
and the faster it can do this, the greater the chance it will 
guess right and win. If it guesses the right number first, the 
owner of the computer—the “miner’—gets paid with 
cryptocurrency, which can be worth hundreds of thousands 
of dollars. This way, a network of computers verifies the 
transaction, verifies the new owner of the cryptocurrency 
and delivers the key to the new owner, and records the 
asset and the owner on the blockchain. To prevent 
counterfeiting and stealing, the transactions and new 
ownership are immutable. There is no going back. 

This process of mining might not generate much blood, 
sweat, or tears for the miners. But it does generate 


enormous problems for our planet. The computer mining 
uses massive amounts of electricity from enormous 
computer-server farms that are racing to solve the puzzles 
first, and these computer servers spew greenhouse gases 
into the atmosphere at the rate of entire countries, such as 
Iceland. 2+ 

Contrast this distributed ledger with the record keeping 
or ledger that Citibank or Bank of America uses if you make 
payments the old-school way by wire transfer or electronic 
banking on the internet. The banking ledger and 
verification approach doesn’t involve massive numbers of 
computers or the creation of dangerous amounts of 
greenhouse gases.22 Nor does it depend on the building 
and deployment of large numbers of server farms, which 
themselves utilize a significant amount of carbon creating 
energy. 

In short, cryptocurrency, this attempt to create an 
alternative currency (or set of currencies) that is 
decentralized outside the government and_ banking- 
operated financial system that allows money to do what 
money is supposed to do—effectuate exchanges and 
transfer purchasing power—and that keeps money scarce 
enough and avoids double, triple, or quadruple spending by 
the people transferring money, appears to be a “Rube 
Goldberg” machine of enormous complexity that utilizes a 
huge amount of human, machine, and climate resources to 
do what our current financial system more or less does 
already. 22 


To make matters worse, this crypto machine doesn’t 
accomplish any of the goals that its advocates have claimed 
for it. It has, however, made some of them very rich 
indeed. 4 


THE FAILURES OF CRYPTO 


Advocates of cryptocurrencies and crypto finance, and the 
technical infrastructure that makes it work, such as 
“mining,” “distributed ledgers,” and “blockchain,” voice 
many claims about the benefits of crypto compared with 
the status quo financial system. But, in fact, few, if any, of 
these claims are true. 


CRYPTO PROVIDES AN EFFECTIVE AND EFFICIENT CURRENCY FOR USE 
IN COMMON EVERYDAY TRANSACTIONS 


I already mentioned one key problem with using 
cryptocurrencies like Bitcoin for everyday transactions: 
their values go up and down significantly, which means 
their purchasing power for goods and services fluctuates 
wildly. Moreover, cryptographic mining procedures make it 
costly to spend Bitcoin for everyday goods and services. As 
a result, the crypto industry has made three major changes 
to the initial system: first, they have created online 
platforms or “exchanges,” like the New York Stock 
Exchange, where cryptocurrency owners can sell their 
cryptocurrencies for more useable assets, like US dollars. 
These platforms are connected to digital “wallets” where 
buyers and sellers can store their crypto assets. Second, 


they have created so-called stable coins, which are assets 
or “tokens” stored electronically on the platform. These 
stable coins are pledged by their issuers to have a value 
pegged to a “real asset” like, for example, one to one to the 
US dollar, or five hundred to an ounce of gold. And third, 
they have offered other types of crypto-related financial 
assets such as tokens that represent a share in a crypto 
connected investment fund that invests in various kinds of 
cryptocurrencies and other crypto assets, or tokens that 
promise a share of the profits of a new electronic service. 

Stable coins require some separate discussion. Apart 
from the fact that they live as a piece of code on a 
distributed ledger someplace, they are an old idea: create 
value for a financial asset that you want to sell by 
promising that its value will go no lower than that of 
another asset you already trust and value. Poor countries 
often try to peg their currencies to the US dollar or another 
hard currency; even rich countries like the United States in 
years past tried to peg the dollar to the price of gold; in the 
nineteenth century, “wildcat banks” tried to issue their own 
currencies, sometimes promising to keep their value 
pegged to US gold coins. 

Promising to keep the value of your paper (or digital) 
IOUs is one thing; actually doing it is another. If people lose 
confidence in the value of their coins (tokens) and sell 
them, their value will go down vis-a-vis the currency it was 
pegged to, say the US dollar. To prop up its value and 
maintain the stability of the stable coin, your platform 


would have to have lots of dollars or other valuable assets 
in reserve in order to buy your token and drive up its price. 
Most issuers of stable coins don’t want to do that, because 
it can cost a lot of capital to have on hand or to borrow lots 
of dollar reserves. What we often see in this situation is 
something akin to an old-fashioned bank run as investors 
try to cash in their stable coins for dollars. In fact, this is 
what happened to Signature Bank of New York, a crypto- 
focused bank, in the winter of 2023. 


CRYPTO IS FULLY DECENTRALIZED AND DOES NOT DEPEND ON “TRUST” 
OF ANY “INTERMEDIARIES” 


The mining processes and the crypto networks themselves 
have become centralized. And being centralized, there are 
actual entities, akin to intermediaries, who have power to 
affect the outcomes. Starting with mining, it takes a lot of 
financing and a lot of powerful computers to win the mining 
contests and collect the crypto prizes. A small number of 
mining firms control most of the computers that do the 
mining. Most of the crypto activity takes place on 
exchanges such as FTX or Bimax. These exchanges are 
owned by individuals or small groups of investors. The 
exchanges are not decentralized in their operations, though 
they trade in tokens and cryptocurrencies that are 
produced through mining and exist on decentralized 
ledgers. The ownership of assets on exchanges, in 
principle, requires record keeping, though this is not 
always correctly done. 


BY BEING DECENTRALIZED, AUTOMATED, AND INDEPENDENT, CRYPTO IS 
ABLE TO REDUCE OR AVOID ENTIRELY CORRUPTION, THEFT, AND 
MANIPULATION 


There is a great deal of evidence that the crypto asset 
world has been riddled with theft, manipulation, and other 
forms of corruption. Even before the massive failure of 
Samuel Bankman-Fried’s FTX exchange, millions of dollars 
from investors, large and small, disappeared as 
unscrupulous crypto promoters promised the moon and 
took the money and ran. All the classic old-school methods 
have been utilized. Among them are Ponzi schemes, where 
crypto promoters promised very high rates of return with 
low risk, but could only pay previous investors to the extent 
that they could get new customers; pump and dump 
schemes, where through various forms of advertising, 
promotion, and manipulation, insiders were able to drive 
up the prices of their crypto assets, and then sold them off 
for good hard cash before the bottom fell out. And then, as 
the FTX scandal appears to show, there is plain old- 
fashioned theft. 


CRYPTO ASSETS AND FINANCE ALLOW FOR NEW, LESS RISKY, WEALTH- 
CREATING ACTIVITIES 


Because of their low levels of regulation and hidden 
activities, crypto companies are able to engage in practices 
and get tax breaks that are not available to their regulated 
old-school counterparts. As we learned from the Great 
Financial Crisis, this gives these products a private edge 


over their more regulated competition, but this edge might 
lead to serious public costs if they contribute to significant 
financial failures. 


CRYPTO ENHANCES FINANCIAL INCLUSION 


Here, too, we have heard this story before. In the run-up to 
the Great Financial Crisis, the promoters of mortgage 
securitization argued that it would allow poor and 
marginalized households to get mortgages and buy houses. 
We now know that roaring banking pushed predatory 
lending on misled, poor households in order to get 
mortgages that could be sold, bundled, and sold again, 
generating fees and bonuses for the Wall Street bankers. 
These scams particularly hurt households and communities 
of color Now we have evidence that poorer and 
marginalized customers who buy crypto products with 
promises of quick riches are often more likely to be left 
holding the bag when these schemes fail to pay off, or even 
collapse. As with the subprime lending crisis, crypto 
appears to be more an example of “predatory” inclusion 
than enhancing “financial access.” 


CRYPTO SIDESTEPS THE POLITICIZATION OF MONEY AND FINANCE 


Considering this industry’s failures, it is hard to see how 
this is an example of efficient financial and monetary 
management that is on automatic pilot. Such libertarian 
utopian dreams of apolitical money arise often in history. 


And they are always dashed. As Karl Polanyi noted in his 
brilliant book, The Great Transformation, money and 
finance are deeply social and political relationships. The 
attempt to turn them into automatically functioning 
“commodities,” such as the “gold standard” often leads to 
catastrophe, such as the Great Depression. The real 
challenge is to construct a political governance structure 
for money and finance that is effective, equitable, 
democratic, and appropriately long-term oriented. No 
computer algorithm will suffice. 


SAMUEL BANKMAN-FRIED AND FTX: A CRYPTONITE CASE STUDY 


Many of the points I just made can be illustrated with the 
story of the FTX crypto exchange collapse. = 

FTX, the second largest cryptocurrency exchange in the 
world, filed for bankruptcy on November 11, 2022. The 
immediate reason was that FTX’s creditors—customers 
who had invested their assets on the FIX platform— 
initiated a run on FIX similar to a bank run when they 
came to believe that FTX no longer had on hand enough 
hard assets, such as US dollars, to repay the money that 
these customers had entrusted with FTX. The precipitating 
problem was that Sam Bankman-Fried’s FTX had a close 
connection to a hedge fund, Almeida Partners, which in 
turn was run by a close compatriot of Fried’s. Instead of 
keeping its customers’ assets in separate safe accounts, 
Bankman-Fried had used its customers’ assets to engage in 
under-the-table activities. Specifically, FTX had lent billions 


of dollars of its customers’ money to Almeida, without the 
customers’ knowledge. As collateral, FTX got back a 
cryptocurrency which FTX itself had created—called FTT. 
Because FTX never had to register the creation of FTT with 
any regulator, and never had to undergo a rigorous audit 
process, it essentially could create as much of this 
“currency” as it wanted, without telling anyone, including 
its customers, about it. When word finally got out that FTX 
had done this, and, moreover, that Almeida had few 
identifiable assets other than the same FTT cryptocurrency 
created by Bankman-Fried, along with additional tokens 
created by other FTX-affiliated crypto companies, FTX 
investors sold their FIT tokens to try to get other, more 
valuable assets, like US dollars. The value of FIT currency 
plunged in value by 80 percent, wiping out $2 billion in 
value. The value of FTX plunged as well and it declared 
bankruptcy. Mysteriously, over $500 billion’s worth of 
assets disappeared from FTX’s holdings just hours before it 
declared bankruptcy. A few weeks later, Bankman-Fried 
was arrested and charged with fraud. And in the weeks 
that followed, other crypto firms that Bankman-Fried had 
direct or indirect connections with failed or declared 
bankruptcy. 

The list of FTX’s failures should be familiar to us, having 
studied the Great Financial Crisis. First was lack of 
regulation and absence of a “cop on the beat.” FTX.com 
was limited by US financial rules in some ways—it could 
not connect directly with a deposit-taking US bank—but it 


had few limitations otherwise. It could issue its FTT tokens 
in an unlimited fashion because it had not yet been 
determined to be a security and therefore required to 
register with the SEC. The Commodities Futures Trading 
Commission, though getting increasingly concerned about 
FTX’s activities, did little to regulate it as issuing 
commodities. FTX, like the mega banks that emerged in the 
2000s, had many activities under one roof: trading 
platform, brokerage services, custodial accounts in which 
to hold its customer’s assets, the ability to manufacture its 
own credit asset—FTTs—and its ability to engage in 
proprietary trading, as did the major banks like Citibank 
and JP Morgan. In addition, as in the Great Financial Crisis, 
FTX was highly interconnected with a web of other crypto 
connected firms—Alemeida, Solana, Serum, and many 
others. And as in the Great Financial Crisis, FTX was 
borrowing potentially short-term assets to make risky, 
opaque, and possibly illegal investments, including, 
possibly, outright theft. 

In short, far from avoiding the problems of trust, power, 
exploitation, excessive borrowing, opaque and questionable 
investment, inside trading, and corruption, the cryptoverse 
as represented by FIX, Almeida, and many other 
companies reproduced these problems in spades. In doing 
this, they were playing with “cryptonite,” blowing a huge 
hole in the utopian promise of an autonomous, government- 
free, automatic, and apolitical money and financial system. 


But just as finance has both a Dr. Jekyll and Mr. Hyde 
face, crypto has a bit of a Dracula quality as well. Despite 
the massive failures of crypto so far to achieve any of its 
promises, and the costs incurred by many, crypto is bound 
to rise from the dead as it tries to rebuild its version of the 
Bankers’ Club and win over the blessings of the politicians 
and the regulators. It’s anybody’s guess as to whether it 
will succeed. 


MODERN FINANCE AS AN ENGINE OF INEQUALITY 


This is an age of astounding inequality, in the United States 
and in many other parts of the world. In 2020, the richest 1 
percent of Americans owned almost 40 percent of the 
nation’s wealth, while the bottom 50 percent of the 
population owned less than 5 percent of the wealth (figure 
6). White Americans owned six times as much wealth as 
Black Americans in recent years (figure 7). Income is also 
highly unequally distributed between White and Black 
people. Overall inequality was not always this high. As 
figure 6 shows in the first several decades after the Second 
World War, both income and wealth were much more 
equally distributed, but starting around 1980, with the rise 
of “laissez-faire” ideology and the election of President 
Reagan, one of the most effective purveyors of that 
viewpoint, inequality in income and wealth began to rise. In 
a U-shaped movement, income and wealth distribution 
evolved from an extreme level of inequality just prior to the 


Great Crash of 1929, to a more equal level in the early 
postwar period, only to turn back upward in the aftermath 
of the politically rightward shift in the 1980s. 
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Figure 6. Income and wealth inequality in the United States 
(share of total income or wealth, top 1 percent versus bottom 50 


percent). Note: Panel (a) measures the share of pre-tax income 
for the top 1 percent and bottom 50 percent of the distribution. 
Panel (b) net wealth is measured as assets minus liabilities. 
Source: (a) World Inequality Database; (b) Kuhn et al. (2020); 
and author’s calculations. 
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Figure 7. White-Black income and wealth inequality in the 
United States, 1950-2016 (with White income or wealth relative 
to Black income or wealth). Note: Panels (a) and (b) show the 
evolution of the ratio of average White to average Black income 


and net wealth, respectively. The data are smoothed by taking 
the average across three neighboring waves of the Survey of 
Consumer Finances. Source: Kuhn et al. (2020). 


These trends have several causes, most importantly the 
decline in the power of labor and labor unions which have 
resulted from strong anti-labor union laws and regulatory 
changes accelerated by _ right-wing administrations, 
including Reagan’s. Second have been the forces of 
globalization that have greatly increased trade and labor 
competition from abroad, including China, that have also 
undermined the bargaining power of workers in the United 
States, while creating more profit opportunities abroad for 
many businesses. Technological innovations in 
transportation, communication, and automation have 
facilitated many of these trends. 

In addition—and the focus of my discussion here—have 
been trends in banking and finance associated with 
financial deregulation, government bailouts of finance, and 
a general expansion of financial activities into many parts 
of our economy. This increase in the power and reach of 
finance has been commonly’- referred to- as 
“financialization.” 2° 

The rise of roaring banking and financialization more 
generally has itself had a powerful, independent impact on 
increasing income and wealth inequality. 

Figures 2 (chapter 1) and 5 (chapter 3) show that in the 
postwar period in the United States, and especially after 
2000, wages in finance have grown more rapidly than 


wages in the rest of the economy, on average. This is 
especially true of financial jobs associated with roaring 
banking, as in the traders and financial engineers 
associated with complex and riskier activities (figure 5b). 
Bakija et al. find that finance professionals account for a 
quarter of the increase in the share of national income 
going to the top 1 percent of the income distribution 
between 1979 and 2005 (figure 6). 

Roaring banking also works to lower the incomes and 
wealth accruing to the bottom 50 percent and especially to 
people of color. Bankers’ implementation of redlining in the 
1950s, 1960s, and 1970s hindered African American 
households and communities from acquiring wealth 
accumulation opportunities from home ownership, small 
businesses, and neighborhood infrastructure. 24 Exploitative 
predatory lending in the 1990s and 2000s which led to the 
Great Financial Crisis and subsequent loss of homes by 
many poor and working-class households, including African 
Americans and other people of color, stripped people of 
their wealth. 

In addition, our financial industry overcharges working- 
class households on many important financial services, 
including asset management fees, credit card and bank 
charges, and student loans, and it performs poorly in terms 
of lending for small businesses or cooperative businesses. 
These excessive charges and the refusal to lend to 
legitimate wealth building activities by the poor and 


working class, such as loans for small businesses, lower the 
incomes and wealth of the bottom 50 percent. 

In short, by driving up the income and wealth of the rich 
and lowering that of the middle class and poor, our 
“modern” financial industry has significantly worsened a 
profound problem facing our society: income and wealth 
inequality. 


ADDING IT ALL UP: IS ROARING BANKING A NET BENEFIT OR 
COST TO SOCIETY? 


In a slightly audacious exercise, we take a bird’s-eye view 
of all these component parts and ask the question: Is 
roaring banking a net benefit or cost to society? Juan 
Montecino and I tried to answer this question. Though we 
could only come up with a very rough estimate, our 
evidence shows that the net impact of roaring banking on 
our economy is actually negative. What that means is that, 
compared with a reasonably structured financial system, 
such as boring banking, our economy would actually be 
better off without our current problematic financial 
system. 22 

Earlier in this chapter, I showed that our present 
financial system has contributed to a large increase in 
income and wealth inequality. Moreover, I have shown how 
our system precipitated a major financial crisis in 2007- 
2009 and almost caused another one in 2020. But it is also 
important to recognize that our dysfunctional financial 


system costs most members of our society on a daily basis 
even when the financial system seems to be operating 
“normally.” 

In economeze, roaring banking not only operates as a 
zero-sum game which shifts pieces of the economic pie 
from one group (the rest of us) to another group (the 
bankers). In fact, finance has operated in recent years as a 
negative sum game. Roaring banking actually shrinks the 
size of the whole pie. Roaring banking is not only 
inequitable, it is inefficient as well. 

Here I present a big picture estimate of the high cost of 
roaring banking—the big picture costs of our current 
financial system, over and above the benefits it provides. 22 I 
divide the costs into three components: first are the cost of 
excessive incomes through overcharging customers and the 
public and the “circuit of wealth grabbing”; second are the 
costs to society that result from the fact that modern 
finance allocates too much of our human and financial 
resources to the financial industry and away from more 
socially productive sectors of our economy; third are the 
costs that arise from the fact that our financial system 
generates major financial crises. 

Adding all these costs together, we find that between 
1990 and 2019, roaring banking has cost society 
somewhere between $45 trillion and $68 trillion. Using the 
lower estimate, this amounts to more than $170,000 for 
every person and $350,000 for every family in the United 
States. Without this loss, the typical American person 


would have augmented their wealth at retirement (sixty- 
five years old) by one-third. 


The Costs of Roaring Banking: Excessive Incomes and 
Profits, Misallocation, and Crisis 


EXCESSIVE INCOMES AND PROFITS 


Financial engineers who make twice as much income as 
they would get if they were regular engineers, or financial 
CEOs, who make ten times as much income as they would 
make if they applied their talents in manufacturing firms, 
make excess incomes, unless their jobs are especially 
dangerous, unstable, or time consuming. To estimate these 
excess incomes, we calculate banker incomes relative to 
those a worker with similar skills and working in a similar 
job would get in another industry. To estimate excess 
profits we estimate the amount of profits that financial 
firms received by providing financial services, rather than 
taking on excessive risks that then were underwritten by 
the taxpayer and the government. @ 


COSTS FROM THE MISALLOCATION OF RESOURCES TO FINANCE 


The second cost is that of lower incomes arising when 
society allocates too much financial and human resources 
to the financial sector and away from other activities that 
are more productive. The economics literature has come to 
call this misallocation as a case of “Too Much Finance.” © 


This literature shows that countries that have financial 
sectors that are “too big” tend to have lower rates of 
economic growth. Using this literature, we estimate how 
much income the United States loses by having a financial 
system that is too large. Here, the counterfactual is a 
financial system that is the appropriate size and operates in 
a more socially efficient manner. 


Table 2 The Cumulative Costs of Roaring Banking, 1990- 
2019 Billions of 2019 Dollars 


Lower Bound Higher Bound 
(1) Excess incomes 11,764.9 12,773.5 
Excess Wages 4,947.5 5,956.1 
Excess Profits 6,817.4 6,817.4 
(2) Misallocation Costs 26,575.6 39,512.6 
(3) Recession Costs 6,739.0 15,724.3 
Grand Total 45,079.5 68,010.4 


NOTES: Excess wages and profits computations, row (1), based on Philippon and Reshef (2012), 
extended by interpolation by linear relationship between average wages in the finance sector and 
nonfinancial sector to derive the higher bound, and assumed no change in excess wages since 2005 
for the lower bound. Excess profits computations assume half of all financial sector profits reflect 
nonproductive activities. Row (2) reports cumulative costs due to slower growth due to excess 
private debt to GDP. These estimates are based on Arcand et al. (2015) for the higher bound 
estimate and Cecchetti and Kharroubi (2012) for the lower bound. Row (3) reports the cumulative 
output loss due to the 2007-2009 financial crisis based on Atkinson et al. (2013), converted from 
2012 dollars to 2019 dollars. 


SOURCE: Epstein and Montecino ’2016, updated by the author. 


THE COSTS OF THE GREAT FINANCIAL CRISIS 


Roaring banking leads to slower economic growth because 
it misallocates financial and human resources. It also 
imposes costs on society—sometimes very large costs— 


because of the large financial crises the financial industry 
periodically causes. As we have seen, large financial crises 
lead to high unemployment, lower output, less on-the-job 
training, and significant psychological and social suffering. 
In some cases, these costs can last for a very long time. 


The Bottom Line 


Adding up these costs, we can estimate the bottom-line 
cost of roaring banking compared with a more efficient and 
publicly oriented financial system. Here I present a 
conservatively estimated lower-bound (left-hand column) 
and higher-bound estimate (right-hand column). I calculate 
these costs for the period of 1990-2019 (table 2). 

The rows indicate the category of cost: the first rows (1) 
are the excess incomes and excessive profits calculated in 
two different ways. These costs are estimated to be in the 
range of $11.7 trillion to $12.7 trillion. 

In the second main row are the estimated costs from 
misallocation of capital and human resources, measured in 
terms of lost economic growth, as estimated from the work 
of Cecchetti and Kharroubi; and Arcand et al. These costs 
are estimated to range from $26.5 trillion to almost $40 
trillion. Finally, we use results from the Dallas Federal 
Reserve Bank to estimate the costs of the Great Financial 
Crisis to the economy. Based on their results, we estimate 
the costs to be from $6.7 trillion to $15.7 trillion. 


The bottom-line total is this: the accumulated cost of 
roaring banking over and above the benefits it provided to 
the economy from 1990 to 2019 is somewhere in the range 
of $45 trillion to almost $70 trillion. These are startling 
figures, and using the higher-bound estimate, they 
represent as much as $530,000 over twenty years for each 
household in the United States. 


The Club They Carry: Mighty Cudgel or Wet Noodle? 


Roaring banking is making billions of dollars for its 
executives and owners while it is having a highly negative 
impact on the rest of us. Overall, our economy would be 
better off without it. So next time the bankers threaten to 
move their headquarters abroad, we should say goodbye 
and good riddance. 

Still, the bankers do have a threat: as long as they stay 
Too Big to Fail, they can threaten to bring down the 
economy every time they get into big trouble from their 
speculative and sometimes corrupt practices. This is the 
club they hold over our head. We have a clear solution to it: 
build public financial institutions that can do the bankers’ 
jobs better and bust up the mega banks so they are not Too 
Big to Fail. 

But there is a catch. It turns out that the real power of 
the bankers lies not so much in their threat to withdraw 
services, but rather with the powerful political groups that 
protect them—that is, with the Bankers’ Club. 


SECTION II 


The Bankers’ Club and 
the Power of Finance 


The Anatomy of the 
Bankers’ Club 


In the summer of 2016, I emailed thirty colleagues— 
economists, financial reformers, journalists—and asked 
them the following question: “Which ten people in the last 
fifty years or so are most responsible for the terrible 
direction our financial system has taken?” Twenty-four of 
them responded with interesting and thoughtful lists of 
likely culprits. These lists offer a street-level guide to the 
membership of the Bankers’ Club.+ 

All in all, the respondents named forty-one people who, 
in their view, were most responsible for the dysfunctional 
and dangerous roaring banking financial system we now 
live with.2 Interestingly, there was a remarkable degree of 
agreement. The highest vote-getter was Alan Greenspan, 
free-market ideologue and chair of the Federal Reserve 
from 1987 to 2006, who was present at the creation of 


roaring banking and was one of its most avid and powerful 
advocates. Close behind were President Bill Clinton and his 
economic team. This team consisted of Robert Rubin, 
Goldman Sachs executive turned treasury secretary; and 
Larry Summers, Harvard economist and eventual secretary 
of the treasury. Greenspan, Rubin, and Summers were 
labeled by Time magazine in a now infamous cover story in 
February 1999 as “the Committee to Save the World,” who, 
ironically, helped to almost bring it down less than a decade 
later. = 

The top dogs on the list went well beyond Treasury 
officials and chairs of the Fed. Naturally, top members also 
included the big bankers themselves. High up was Walter 
Wriston, the CEO of Citibank from 1967 to 1984, who built 
Citibank into a global mega bank and led the charge 
against financial regulation during the Reagan 
administration. Also on the list was Sanford Weil, who 
became Walter Wriston’s eventual successor and who 
“finished the task that Wriston had begun, by engineering 
the destruction of the Glass-Steagall separation of 
commercial and investment banking that spearheaded the 
creation of massive Too Big to Fail global banks.” * 

Not far behind the Fed chair, treasury secretaries, and 
big bankers were members of Congress, including Phil 
Gramm. Gramm, who as chair of the Senate Banking 
Committee from 1995 to 2000, was “Washington’s most 
prominent and outspoken champion of financial 
deregulation.” He played a leading role in writing and 


pushing through Congress the 1999 repeal of the Glass- 
Steagall Act. He also inserted a key provision into the 2000 
Commodities Futures Modernization Act that exempted 
over-the-counter derivatives like credit default swaps (CDS) 
from regulation by the Commodity Futures Trading 
Commission. 2 

Several important economists were also top vote-getters 
(perhaps this is an artifact of the number of economists 
among my respondents, but, in my view, including major 
economists is completely justified). Topping the economists 
list were Milton Friedman, Eugene Fama, Robert Merton, 
and Myron Scholes. Milton Friedman is the best-known 
American “free-market” economist of the twentieth century. 
A vociferous critic of government regulations of any sort, 
his views provided economic rationales for all types of 
deregulation, including financial deregulation. They also 
provided an economic rationale for so-called shareholder 
value policies—that is, for corporations to focus exclusively 
on the interests of their stock-holders and not worry about 
their workers, communities, or anyone else. Fama, Merton, 
and Scholes are much less well known, but, along with 
Fischer Black, they provided key mathematically shrouded 
rationales for financial deregulation. These included the 
theory of “efficient” financial markets, which claimed to 
show that unregulated financial markets allocated society’s 
capital resources most efficiently. They also identified 
mathematical formulae which ostensibly allowed financial 
traders to accurately measure risk, making it a commodity 


that could be traded and bet on with pseudo precision. ° 
These economists’ theories provided ideological fuel for the 
deregulating politicians who argued that financial 
deregulation was socially beneficial. 2 

These economists’ arguments held enormous sway in the 
meeting rooms of the nation’s financial regulatory 
agencies. Regulators on the “most important” list are 
Arthur Levitt, John Shad, and Harvey Pitt of the SEC. Levitt 
was chair of the SEC during 1993-2001, overseeing the 
high tide of financial deregulation as a solid member of the 
financial community. According to his obituary in the 
Washington Post, “John Shad (SEC chair, 1981-1987) 
resided over the SEC’s most visible era, which included a 
boom in corporate takeovers, the insider-trading scandals 
on Wall Street, the investigation of Drexel Burnham 
Lambert and the high-flying stock market of the 1980s... 
Mr. Shad had a deep and abiding belief in the power of free 
and unfettered markets and worked hard to eliminate 
government rules and regulations he felt were unduly 
burdensome.”® The tenure of Harvey Pitt, SEC chair from 
2001 to 2003, was so sullied by accusations of Wall Street 
chumminess, corruption, and incompetence that journalist 
Calvin Trillin wrote a ballad about him, based on Stephen 
Sondheim’s “Demon Barber,” that began “Attend the tale of 
Harvey Pitt, who many thought was quite unfit.” 2 

The SEC is not the only financial regulatory agency that 
made it to the top of my colleagues’ lists. The Comptroller 
of the Currency (OCC), the oldest financial regulator, was 


also way up there. C. Todd Conover, Eugene Ludwig, and 
John Hawke, all chairs of the OCC, secured places on the 
list for decisions crucial to the rise of our dangerous 
modern financial system. 

Lawyers were key to the free-market thrust at the SEC, 
OCC, Federal Reserve, and on Capitol Hill. Lawyers 
developed the legislative and administrative law to find and 
create legal loopholes. These loopholes accumulated over 
time, setting the stage for Congress to nudge it further, 
overturning entire bodies of law that had been meant to 
promote sound and socially productive finance. Top on our 
list of these lawyers is Scott Alverez, who served in key 
legal positions in the Federal Reserve from 1981 until 
2017. He played a large role in the legal evolution that 
allowed major mergers of banks into mega banks, and also 
in helping banks expand into nonbanking activities, all of 
which was central to creating Too-Big-to-Fail banks. 
Another key lawyer is Julie Williams, improbably a graduate 
of social justice-oriented Antioch Law School, who, as a 
long time lawyer at the SEC, played an important 
supporting role for finance-friendly activities. The dean of 
Wall Street lawyers, H. Rodgin Cohen, chair of the Wall 
Street firm Sullivan & Cromwell, had his hand in virtually 
all the key legal and enforcement actions promoting 
financial deregulation during this period. The work of these 
lawyers dovetailed with the lawyers and economists who 
developed the field of “law and economics,” which, in a 
powerful alliance with the economists I mentioned earlier, 


provided a_ theoretical legal-economic’§ basis for 
deregulation and a less interventionist state. (On our list 
are legal scholars Richard Posner, Frank Easterbrook, and 
Daniel Fischel, who were crucial to the law and economics 
movement.) 

Last but not least, we have Wall Street allies from 
nonfinancial businesses. These “captains of industry” were 
important for actively encouraging, or at least not 
opposing, the destruction of New Deal Era _ banking 
regulations. Two of these who made our list are “corporate 
raider” Carl Ichan and mega capitalist Jack Welch, CEO for 
many years of General Electric.+2 Ichan perfected using the 
financial markets to take over and then dismantle major US 
corporations, and Jack Welch was an architect of the 
“financialization” of major US companies. 

This simple exercise of naming names uncovers the main 
groups that make up the Bankers’ Club: politicians, 
bankers, the Federal Reserve and _ other financial 
regulators, some economists, some _ lawyers, and 
nonfinancial corporate CEOs. Other groups also jump on 
board when it advantages them. But without these key 
members, finance’s fight for political power would be 
highly compromised, if not completely defeated. 


HOW DOES THE BANKERS’ CLUB SUSTAIN THE POWER OF 
FINANCE? 


In the chapters that follow, I show how the Bankers’ Club 
enhances and sustains the power of the finance industry 
through a multifaceted “influence machine,”++ employing 
multiple channels and numerous techniques. In this 
chapter, I give you a short road map to how all this works. 
A large historical and academic literature written mostly 
by political scientists, sociologists, and a few economists 
details the structures and dynamics of this influence 
machine. A central idea is the concept of “regulatory 
capture.” As the name suggests, regulatory capture occurs 
when the industry that is being regulated is able to greatly 
influence, if not downright control, the agency that is 
supposed to be doing the regulating. This theory would 
predict, for example, that the SEC would do the bidding of 
the securities industry, rather than regulate it. This theory 
was initially developed by free-market economists from the 
University of Chicago such as George Stigler, who used it 
to argue that regulatory agencies implement regulations to 
restrict competition in the industry it regulates. They do 
this, according to the theory, to help the industry achieve 
and maintain monopoly power. The implication Stigler 
wanted to convey is that less regulation would produce 
more competition and better outcomes for society. But 
critics have pointed out that this is just one possible 
outcome. They show that some regulatory agencies are 
pressured by the industry to get rid of regulations that do 
not help them. And, in fact, history shows that regulatory 
agencies are subject to multiple pressures, including some 


pushing for controls over the industry that benefit society— 
for example, restrictions on pollution. 

Still, the idea of regulatory capture, used properly, is a 
powerful building block for our understanding of bankers’ 
power. 

But to see the full arsenal of the Bankers’ Club we have 
to look beyond the regulatory agencies. Businesses attempt 
to gain influence in the broader government apparatus, and 
not only with the regulatory agencies. Journalist Nicholas 
Shaxson gets closer to this broader idea with the concept of 
“state capture.” The idea of state capture greatly differs 
from our Civics 101 view of US democracy. The Civics 101 
perspective paints a picture like this: Voters form views of 
policy issues and candidates, and the candidates running 
for office vie for voters’ support by offering them a menu of 
policy proposals and personality traits. Then voters vote for 
the combination of policies and traits they want. The 
candidate who wins the most votes tries to implement those 
policies. 

Unfortunately for Civics 101 and democracy itself, much 
evidence suggests that our policy-making process doesn’t 
look anything like this vision. Many studies have shown 
that government policies in the United States much more 
closely track the policy preferences of wealthy individuals, 
businesses, and business organizations than they do the 
preferences of everyday voters. +2 

Thomas Ferguson has written insightfully about the 
political mechanisms that allow the wealthy and the 


corporations to hijack so many government policies.“ To 
articulate and make heard the policies they want, rich 
individuals and corporations spend money sometimes 
individually, often in groups. Candidates try to appeal to 
these “investors” in politics to gain funds and support. With 
a two-party system like the one we have in the United 
States, Ferguson finds that the parties and their candidates 
try to appeal to agglomerated blocs of these private 
political “investors.” It is through this “money-driven 
political system,” mediated by blocs of political investors 
and political party competition, that much of our 
government policies are made and implemented. 

Some policies having broad-based popular support can 
sometimes escape this duopoly of money. But for those 
industries that do not have broad popular support, or much 
support at all, it is all the more important for them to be 
major investors in the political policy game. This is where 
the Bankers’ Club comes in. Banking is a historically 
unpopular industry if there ever was one. For bankers, 
playing this money-driven politics game is _ therefore 
crucial. 


Channels of Influence 


Empirical research finds that business interests in general, 
and finance in particular, are much more successful in 
influencing government policy than are voters. To explain 
this success, a large social science literature identifies six 


distinct yet overlapping and mutually reinforcing channels 
through which finance is able to achieve its policy goals at 
all levels: These channels include’ structural power, 
revolving doors, unification of the bankers, limiting the 
public’s attention to issues of financial regulation, 
intellectual capture, as well as money and lobbying (see 
chapter 6).+° 

Structural power refers to the power resulting from the 
location and functions of the industry in the economic life 
of the country and the ability of the industry to use that 
structural power to win political power. In our terms, this is 
the club the bankers wield (chapter 4). This power is real. 
Some of it stems from Too-Big-to-Fail banks’ threat to bring 
down the house unless they are bailed out. Structural 
power also arises from the actual services that finance 
supplies to the economy—the Jekyll, not the Hyde. 

Revolving doors provide lucrative jobs (and income) to 
loyal and effective members of the Club. Politicians, 
regulators, and even congressional and executive branch 
staff members come to government from the financial 
sector and are incentivized to curry favor with private 
finance so they can get a good job when they leave 
government. Jeff Connaughton describes it this way, based 
on his personal experience as a lobbyist: “I’d become a 
Professional Democrat, one of thousands who earn money 
in the private sector while positioning themselves for better 
jobs in future Democratic administrations. Washington is a 
place where the door between the public sector and the 


private sector revolves every day. A lawyer at the SEC or 
Justice Department leaves to take a position at a 
Washington law firm; a Wall Street executive takes a 
position at the Treasury Department.” 4 Dennis Kelleher, 
president and CEO of Better Markets, a Washington think 
tank, adds, “The perniciousness of the ‘revolving door’ has 
ripple effects ... Every time someone cashes in big, 
everyone else thinks ‘my millions are coming.’ That has a 
very corrosive effect, far, far beyond the tip of the 
iceberg.” +2 

Bankers and Other Capitalists United: The power of 
finance is also tied to the bankers’ ability to remain unified 
on important political issues and their forging of coalitions 
between themselves and nonfinancial corporations, thereby 
adding to their advocatory success.+* The unity of finance is 
not automatic, as we saw during the Great Depression and 
in the early post-World War II period. But in the lead-up to 
the fight over Glass- Steagall, the battle over Dodd-Frank, 
and during the time since, the financial industry, as 
disparate it is, has remained remarkably politically unified. 
When I asked Dennis Kelleher about political divisions 
within finance, he replied, “Largely what the industry 
decided to do by and large, is that it is either going to hang 
together or it’s going to hang separately. They almost never 
break ranks ... They do this essentially by a conspiracy 
which is effectuated by the industry trade groups. There 
are more than thirty trade groups in Washington pushing 
the big finance agenda.” He rattled off a long list, including 


the Financial Services Roundtable, the Bank Policy 
Institute, the American Bankers Association, SIFMA (the 
Securities Industry and Financial Markets Association), the 
Mortgage Bankers Association, International Swaps and 
Derivatives Association (ISDA), to name a few. Kelleher 
added: “If you break ranks, you are suitably punished.” 2° 
Similarly, in recent years, finance has been able to build 
strong coalitions with nonfinancial businesses. This became 
clear during the political battles over Dodd-Frank. A staffer 
on the Senate Banking Committee, when it was working on 
the Dodd-Frank Act, put it this way: “Even though they 
were lobbied relentlessly by groups supporting the finance 
industry during the bill writing, I don’t really recall any 
non-financial corporation weighing in on the side of better 
financial regulation.” ** Kelleher noted, “I am told that if a 
non-financial corporation breaks ranks,” they might be 
punished by the financial markets. “There have been some 
real economy companies [nonfinancial corporations], 
airlines for example, who wanted different derivatives 
regulation than the banks because of their hedging 
strategies. I was told that companies like that were told by 
the banks that if they aligned themselves against the banks, 
the banks would remember that when they were looking for 
a place to issue bonds or make a stock offering.”*2 He 
added: “Whether this was a credible threat, or widely made 
I don’t know. But these threats are in the ether and might 
be one factor explaining the NFC’s_ [nonfinancial 
corporations] silence on these issues.” With a _ united 


financial sector and a compliant or supportive nonfinancial 
businesses community, the banks are tough to beat. 

The Public’s Attention Span: The public at large, in 
principle, can play a role. Finance is more effective in 
getting what it wants from Washington when the general 
public is not paying attention. As Dennis Kelleher of Better 
Markets noted, in Washington, “finance is most effective in 
the dark.” #2 Lack of attention paid by the general public, 
labor, and progressive groups enhances the ability of 
finance to get its way.* It is true that the public’s interest 
in financial reform ebbs and flows with major events, such 
as the Great Financial Crisis. Kelleher bemoaned the fading 
interest of key constituents after the crisis. “When there is 
a crisis everybody and their brother is [sic] paying 
attention. But once it’s gone, almost everyone other than 
the industry is gone too.” 

The lack of salience and effective opposition has to do 
with the difficulty watchdogs, critics, and reformers have in 
getting public attention for their work. The largesse of the 
banks extends even to public relations firms that could help 
promote critical plans. Says Kelleher, “The banks spread 
the money around everywhere ...A couple of years ago I 
wanted to hire a PR firm to help us with communications 
stuff... I called around some mid-tier places. They would 
say, ‘We work for JP Morgan-Chase. We work for Bank of 
America. We work for Citigroup’ ... you get the picture. 
But now and again I would find a firm that wasn’t working 
for Wall Street. They’d say: ‘We don’t have a conflict, but 


we’d LIKE to have a conflict.’ And then I heard that a big 
Wall Street bank had received a pitch from one of the PR 
firms I had talked to and had told the bank: ‘Hey, you 
should hire us, because Better Markets is trying to hire 
us.’” As Kelleher summarized the lesson: “They took our 
inquiry and used it as a business pitch! That’s how bad it 
is.” 28 

It is commonly argued that the relative absence of 
dissenting voices is largely due to the highly technical 
nature of finance. But this perspective downplays the 
degree to which the supposed obscurity and hyper- 
technical perception of financial issues is itself manipulated 
as part of the banks’ strategy of power. It is true that some 
aspects are quite technical, but most Americans 
understand the big picture—for example, they understand 
that after the Great Financial Crisis, “Wall Street got bailed 
out and Main Street did not.” When it comes to the nitty 
gritty, the lack of information that engaged public 
advocates have access to is often held closely by the 
bankers themselves and key members of the Bankers’ Club, 
and, as part of their strategy of obstruction, they refuse to 
share it. 

Even congressional staff working on important policy 
initiatives to regulate the banks found that they were 
prevented from accessing key data. A staffer with the 
Senate Banking Committee, during the writing of the Dodd- 
Frank Act, was working on the language for what came to 
be known as the Volcker Rule, designed to limit banks’ 


proprietary trading (trading that banks make on their own 
behalf, rather than for customers). “I recall trying to get 
data from the Office of the Comptroller of the Currency 
[OCC], on the banks’ trading operations ... They said no 

. You are in this awkward situation where you are 
supposed to write rules of the road for fairly complex 
financial agents and behavior and you find that a lot of the 
information you would expect to have at your disposal is 
not there.” 4 

Another reason for the lack of public interest and 
understanding is intellectual capture. The idea _ of 
intellectual capture is not new. As John Maynard Keynes 
put it in his General Theory in 1936, “Practical men who 
believe themselves to be quite exempt from any intellectual 
influence, are usually the slaves of some defunct economist. 
Madmen in authority, who hear voices in the air, are 
distilling their frenzy from some academic scribbler of a 
few years back.”*2 These “academic scribblers,” include 
economists and legal scholars and have enormous influence 
in powerful institutions such as the Federal Reserve, 
regulatory agencies, and the judiciary. 

There are myriad reasons why many economists and 
lawyers see the world through “finance-colored glasses”: 
intellectual, ideological, and professional. But, money can 
also play a role. #2 

A former staffer on the Senate Banking Committee under 
Senator Dodd explained: “It was utterly imbalanced. The 
people we could go to for objective advice [when writing 


Dodd-Frank] were very limited. There were academics but 
many of them were captured [by the industry].” 22 Kelleher 
was even more blunt: “Top of my to-do list every year [at 
Better Markets] is to create an academic advisory board. 
The problem is, although there are some exceptions, most 
of them are on the take ... by the big banks and finance 
generally. Generally, they work for them or they want to 
work for them.” 24 


Willie Sutton’s Rule: What Holds the Bankers’ Club 
Together? 


Money and wealth are the fuel that powers the Bankers’ 
Club, the nectar that attracts members to the Club, and the 
glue that holds it together. As Dennis Kelleher put it: “No 
one wants to go up against Wall Street because going up 
against Wall Street also means going up against 
Washington. Wall Street owns most of Washington.” *4 
Finance must acquire huge amounts of wealth to invest in 
political power and win. Banks and, increasingly, a whole 
array of financial institutions, with the help of the Federal 
Reserve, effectively create money. As I showed in chapters 
3 and 4, a signature characteristic of roaring banking is 
that it creates enormous private wealth for a few without 
generating a commensurate amount of social wealth for the 
rest of us. This wealth provides the payoffs that financiers 
can use to build and hold together the Bankers’ Club. With 
this wealth, the Club helps the financial industry to expand 


the financial sector, which in turn provides more profits and 
jobs that finance can use to build and expand the Bankers’ 
Club. This creates a vicious circle of wealth creation and 
influence that permeates our economy and society. 

None of this could occur without the support of the 
Federal Reserve and the US government, especially the 
Treasury Department. These institutions bail out financial 
institutions and markets. And they also use their other 
policy tools to help enrich the financiers. The Federal 
Reserve often sets interest rates to protect the value of the 
financial assets of the financiers, while the tax authorities 
and policy makers write tax laws that greatly favor the 
richest Americans, of whom the bankers are a significant 
part. When the government protects and subsidizes the 
financiers in these ways, they turn on the money spigot that 
the bankers can use to pay off members of the Bankers’ 
Club. 


THE CLUB BUSTERS: WORKING TO DEFEAT THE BANKERS’ 
club 


The financial influence machine does not’ operate 
unopposed. Indeed, if there were only one side, the banks 
would not need the Bankers’ Club. The Bankers’ Club is 
contested by a host of people and organizations—local and 
national politicians, state attorneys general, and even some 
regulators and members of the Justice Department, as well 
as lawyers, economists, and other professionals. Crises, 


including those of the financial system, prompt a 
mobilization of these groups against the industry. I call 
these opponents the Club Busters. After the Great Financial 
Crisis, for example, new organizations in the United States 
and in Europe formed to fight for financial reform and 
reconstruction. This fight was led by the Americans for 
Financial Reform (AFR), a coalition of community and labor 
groups, and was later joined by Better Markets. In addition, 
assorted other groups got involved in the fight for reform, 
including economists and analysts for Stable, Accountable, 
Fair, and Efficient Financial Reform (SAFER), which I and 
two colleagues organized under the auspices of the Political 
Economy Research Institute (PERI).22 Also involved were a 
number of other organizations that had been working on 
these and related issues for decades. 

The obstacles facing these organizations are significant: 
attracting top, knowledgeable experts on finance who have 
the skills to walk through the revolving door and make 
salaries many times higher but who, instead, choose to 
work with the critics and reformers. Social capture, 
perhaps the most subtle of these forces, can also 
discourage some from joining the reformers.=* The head of 
a nonprofit that focuses on financial reform issues 
described how this works. Potentially useful professionals 
and intellectuals keep their distance from the reformers 
and protect their connections to big finance. That way 
“they can get invited to the parties, fundraisers, and other 
social occasions where they can expand their networks, get 


access to data and be taken ‘seriously’ as a knowledgeable 
or even ‘expert’ in finance.” They are able to “maintain 
their access to congress people and regulators” and to “key 
people in finance.” Reformers, on the other hand, are 
mostly excluded from these spaces and networks. 2 

This asymmetry also comes down to money. Critics rely 
to a significant extent on grants from wealthy individuals 
and philanthropic foundations to fund their activities. But 
wealthy individuals interested in reforming finance are few 
and far between. And even the philanthropic foundations 
are subject to the power of finance and the intellectual and 
social capture that comes with it. David Callahan, founder 
of Inside Philanthropy, has been warning for years about 
the corrosive impact of Wall Street money on the 
foundation world. According to Callahan, inequality mainly 
stems from the deep structure of how the US economy 
works, and it is reinforced by the narrow range of public 
policies that govern economic life. “Yet, instead of focusing 
laser-like on this fundamental reality, funders embrace 
overly diffuse, often localized strategies that yield few 
larger systemic gains. They win battles here and there, 
while losing the war.” 2% 

There are, of course, exceptions to this near freeze on 
funding for anti-Wall Street forces. And these exceptions 
have made a big difference to the Club Busters. The 
Sandler Family Foundation funded anti-redlining work in 
the 1970s and has since funded other organizations 
investing in exposing the structural roots of inequality. 


Particular program officers at the Ford Foundation, among 
others, have also been important funders of critical voices. 
After the Great Financial Crisis, the Institute for New 
Economic Thinking (INET) was created with funds from 
George Soros and others to undermine the intellectual 
capture of economics by mainstream economics. And Mike 
Masters, a renegade hedge fund manager, funded Better 
Markets. Other funders have recently joined in. While 
important and productive, this amount of resources pales in 
comparison to the millions of dollars invested by the 
financial industry into the Bankers’ Club. 


IS THE FIGHT HOPELESS? 


Jeff Connaughton suggests that the fight for a socially 
efficient, stable, and just financial system is hopeless. But 
not everyone agrees. If nothing is done, the ravages of 
roaring banking, including the massive feeding of wealth 
and income inequality, will continue. Dennis Kelleher of 
Better Markets says, “No. It’s not hopeless ... Most of 
their [the banks’] positions cannot withstand analysis in the 
light of day. Because, at the end of the day, they’re 
promoting their book [their bottom line] while pretending 
that their book overlaps 100 percent with the public 
interest. But it doesn’t take much analysis to reveal that 
their book is not the public interest.” 22 

It is the goal of the Bankers’ Club to make us believe it 
is. The job of the Club Busters is to reveal the truth and 


help bring about socially productive alternatives to roaring 
banking. 


Lobbyists and Politicians 
versus the Club Busters 


MONEY IN POLITICS 


As even casual observers of the American political 
landscape know, the money-politics game is massive, and 
the bankers are masters at playing it. The 2020 
presidential election was the most expensive election ever 
in the United States. The Democrats’ and Republicans’ top 
donor lists were crowded with financial giants. Looking at 
overall funds received by Joe Biden, the finance, insurance, 
and real estate sector spent $253 million compared with 
the $117 million they spent on Hillary Clinton’s 2016 
presidential race. And it is not just presidential races where 
money is supreme. Members of Congress are perpetual 
fundraisers for political campaigns, not only for themselves 
but for other party members as well. In 2022, 


congressional candidates raised almost $1.9 billion for the 
midterm election. The finance and real estate sector was 
one of the biggest donors to these candidates as well.+ 

Money has always been a problem in US elections, but it 
has gotten much worse in recent years. The increasing 
amount of money entering the political system and its 
elections appeared in the aftermath of the Supreme Court 
ruling in Citizens United v. FEC (2011), which allowed 
individuals and _ organizations, including _ private 
corporations and labor unions, to spend unlimited amounts 
advocating for or undermining a given candidate. The 
spending by corporations dwarfed that of labor unions. 2 

The figures just noted reflect only the information 
disclosed to and released by the Federal Election 
Commission. The amount of “dark money”—political money 
whose donors can provide unlimited amounts of money to 
so-called super PACs without revealing their original 
sources—has exploded in size. Approximately $1 billion of 
this dark money is estimated to have been spent to 
influence elections since Citizens United.# 

Even if dark money is included, these staggering 
amounts of money still do not account for all spending by 
businesses, business groups, and wealthy individuals to 
influence politicians and _ political outcomes. Thomas 
Ferguson and his colleagues have concluded that these 
estimated totals might represent only 50 percent of the 
total spending.* There are many ways to hide contributions. 
One of the most striking channels has been suggested by 


Ahmed Tahoun and Florin P. Vasvari, whose research found 
that banks make more credit, and cheaper credit, available 
to new members of the finance committees in the Senate 
and the House in exchange for regulatory benefits for the 
banks. Needless to say, these benefits are not included in 
reported contribution totals. These findings shine a light on 
the legislative committees and subcommittees where 
representatives, senators, and their staff make key 
regulatory decisions that can powerfully impact the 
financial sector. These members are therefore a prime 
target for the bankers’ largesse. 

The reasons why members of Congress are so 
susceptible to offers of quid pro quo financial support are 
myriad. Certainly, the perceived need to raise boatloads of 
cash to win and hold a congressional seat concentrates the 
mind of most office holders. The financial industry 
understands this and has the wherewithal to concentrate 
incumbent and _ potential office holders’ minds very 
effectively. 


The Iron Triangle Meets the Blob 


As big as they are, these campaign contributions are just 
the tip of the iceberg of bankers’ spending to buy influence 
and policy. For starters, no self-respecting interest group in 
the United States would do without a sizeable lobbying 
machine as well. In the US political system, the financial 


sector is not just a run-of-the-mill lobbying and political 
force. It is formidable and, at times, dominant. 

The targets of political influence for finance are 
multifaceted: the political parties, the politicians in 
Congress, and the president are all part of the money- 
driven political ecosystem.“ In the case of finance, a highly 
regulated industry, key sites of political influence are also 
the financial regulatory agencies such as the Comptroller of 
the Currency, the SEC, and the Commodities Futures 
Trading Commission. Even the judiciary is not safe from the 
massive right-wing investments. When industries are able 
to capture both their regulators and the congressional 
powers that oversee the industry, as well as key parts of the 
executive branch, an alliance is formed that drives 
regulation and policy further away from public interest. 2 

Some call this alliance the “iron triangle.”*2 Jeff 
Connaughton, former lobbyist and then key staff member 
for Senator Ted Kaufman (D-Delaware), says the DC locals 
refer to these pro-Wall Street forces simply as “The Blob”: 
“The Blob moves together ... Ted and I quickly learned 
that when you take on Wall Street in Washington, you take 
on the Blob.”++ 

This chapter explores this Blob branch of the Bankers’ 
Club by focusing on the bankers, Congress, and the 
executive branch (president and Treasury) during four key 
moments in the evolution of roaring banking: the legislative 
Campaigns to dismantle the New Deal Regulatory system 
that culminated in the late 1990s and early 2000s with the 


scrapping of the Glass-Steagall Act and related legislation; 
the fight over the Dodd-Frank Act in the aftermath of the 
Great Financial Crisis; the post-Dodd-Frank battles over 
implementation of the Act; and the Trump administration’s 
attempts to roll back even the modest Dodd-Frank 
achievements. In chapter 8, I describe these battles with 
respect to the regulatory agencies. 

Importantly, the Bankers’ Club does not have a monopoly 
role in this narrative. Club Busters have pushed back 
against the efforts of the Club to control these battles over 
financial regulation. Many of them, or their organizations, 
are still fighting to this day. These include politicians, 
academics, lawyers, and advocacy groups such as the 
Americans for Financial Reform and Better Markets. 
Finally, I take a brief look at crypto finance regulation, a 
new area where the congressional battle over financial 
regulation is heating up. 


FOUR KEY MOMENTS IN THE FIGHT OVER FINANCIAL 
REFORM 


Destroying the New Deal Regulatory Structure: The Impact 
of Money on Financial Legislation in the Run-Up to the 
Great Financial Crisis 


A phalanx of financial deregulatory actions undertaken by 
the courts, the Federal Reserve, and other regulatory 
agencies pressured Congress to pass a series of laws that 


destroyed the New Deal regulatory structure (see the 
appendix where I give more details on these steps). To 
codify, solidify, and expand these various rulings, the US 
Congress in the 1990s and early 2000s, with the backing of 
both Republican and Democratic presidents, passed a 
series of fateful financial deregulatory laws.*2 During this 
Campaign, banks spent over $5 billion to fund the Bankers’ 
Club and achieve this victory. 2 

The most important of these new laws were the Riegle 
Interstate Banking Law that allowed banks to expand 
across state lines; the Gramm Leach Bliley Financial 
Services Modernization Act of 1999 that brought down the 
Glass-Steagall Act and allowed commercial and investment 
banks to merge; and the Commodities Futures 
Modernization Act of 2000, which prevented effective 
regulation of derivatives, including credit default swaps. 
Some analysts have argued that these legislative actions 
were unnecessary, given the spate of regulatory and 
judicial actions taken prior to the passage of these bills. 
But as Wilmarth argues, the mega banks saw these 
legislative actions as necessary to solidify this deregulation 
in order to make the regulatory actions secure from legal 
challenges or easy reversal by future legislation. As 
Wilmarth rightly notes, “If this legislation were seen by the 
banks as unnecessary, it is highly unlikely that the big 
banking industry would have spent over $5 billion dollars 
to wage this campaign.” Still, even this huge figure does 
not include other large expenditures, including on 


revolving-door jobs for executive branch officials, 
congressional members, and their staff. Substantial 
empirical research has shown that this spending had a 
significant impact on the votes of the legislature in this 
spate of financial deregulation bills. 


The Role of Money in the Legislative Fight over the Dodd- 
Frank Financial Reform Act 


The Bankers’ Club had succeeded in destroying the New 
Deal financial regulatory structure while helping to build a 
financial system that utterly broke down. The Great 
Financial Crisis helped to elect Barack Obama as president, 
who came into office promising to make the bankers 
accountable and to pass legislation that would end our Too- 
Big-to-Fail financial system. But to succeed would have 
required fundamental changes in the financial system: it 
probably would have required breaking up the biggest 
banks; placing all financial institutions and markets under 
regulatory purview; controlling excessive debt (leverage) 
taken on by the banks; limiting gambling and speculation in 
the financial system, including that associated with 
derivatives, and proprietary trading (trading for the banks’ 
own account); and curtailing widespread corruption and 
conflicts of interest within the financial and regulatory 
system. 

But Obama and his team of economic advisors—Treasury 
Secretary Tim Geithner and Larry Summers, director of 


National Economic Council (both protégés of Robert Rubin, 
Citibank chair and Bill Clinton’s treasury secretary); and 
Ben Bernanke, chair of the Federal Reserve, would have 
none of this. As a key legislative staff person told me, “The 
general stance of the Obama administration was to not take 
a big structural approach [to financial reform].”+° As this 
staff economist put it: “In this case, personnel is policy. The 
people making administration policy like ‘Treasury 
Secretary Geithner, and his key staff at Treasury, including 
Michael Barr, were not predisposed to fundamental 
challenges to finance.” This perspective from the top set 
the tone for the entire process of financial reform in the 
period following the crisis. This view trickled down to the 
legislative ranks. The Obama-Geithner-Summers’s 
perspective set the limits of reform for most of the 
Democratic congresspeople, many of whom also had no 
stomach for truly confronting finance or the Blob. 

During the drafting of the Dodd-Frank Financial Reform 
Act, the lobbying of Congress by the financial sector was 
well orchestrated and relentless. A member of the staff of 
the Senate Banking Committee describes a typical day this 
way: “A typical day during the legislative process went like 
this: From nine or ten in the morning until five in the 
afternoon, staff had to meet with interested parties, and 
they were almost always representatives from one or other 
of the financial industry companies or organizations. So: 
Goldman Sachs wanted to talk about X, and they would 
bring in three guys from the relevant department with their 


lobbyist and lawyer and their general council ... we would 
listen to them for an hour as they explained to us how their 
world worked and why it didn’t need to be regulated and 
why things that had been proposed would cause a 
calamity.” 

The staffer continued: “Then, after they cleared out, 
that’s when the staff would actually start to work on the 
sections of the bill for which we had the responsibility ... 
and that was the extent to which we could talk to the 
additional people (who might have different views) ... but 
generally that wasn’t happening.” 

This full-court press on Congress by bankers and their 
lobbyists made it very difficult for dissenting voices who 
were calling for fundamental change to get through. I had 
personal experience with these obstacles. In the wake of 
the crisis, my colleagues Jane D’Arista, an economist and 
former congressional staffer, and Jennifer Taub, a law 
professor and former lawyer with Fidelity, and I formed 
SAFER (a group of economists and legal analysists for 
Stable, Accountable, Fair and Efficient Financial Reform) to 
promote fundamental restructuring of the financial 
system. We joined forces with Americans for Financial 
Reform (AFR), a nonprofit coalition fighting to pass an 
effective Dodd-Frank Regulatory Bill. As part of our work, 
we walked the halls of Congress to try to convince 
legislators to support particular components (or 
amendments) to the bill. On one of these visits, we were 
supposed to meet with a quasi-friendly senator, but instead 


he sent several lower-level staff members to meet with us. 
They told us that the senator “unfortunately, was in another 
important meeting.” These staffers knew nothing about 
these finance issues. For us it was a total waste of time. As 
we left the meeting and walked down the Senate office 
building’s hallway, we spied the AWOL senator walking 
briskly, chatting with a bank lobbyist. 

Connaughton had even become _ suspicious of the 
loyalties of the staff themselves, given the power of the 
revolving door, “From my lobbying days, I knew how the 
Banking Committee operated: Staffers gave lobbyists 
information about bills being drafted or what one senator 
had said to another (especially irresistible were scoops on 
the views of Chairman Chris Dodd or the ranking 
Republican, Senator Richard Shelby). The lobbyists passed 
the information on to their clients in the banking or 
insurance or accounting industry. The clients then 
forwarded a summary to their trade association or the 
Financial Services Roundtable. Sometimes, within an hour, 
the news would be emailed to the entire financial services 
industry and all of its lobbyists. With multiple leakers from 
the banking committee keeping [the lobbyists] well 
informed, the banking world had complete transparency 
into drafting, while senators who did not serve on the 
banking committee were mostly in the dark.” 

Not all staff people were swinging through the revolving 
door or spying for finance. A top staffer on the Senate 
Banking Committee told me: “Some (staffers) had been 


working on the hill for twenty-five years so there was a 
kind of civil service expert on some of these matters and 
that made our work possible. A lot of them are very 
committed, very well informed, and want to do the right 
thing. I was generally impressed with the dedication and 
understanding of most of my colleagues.” 

The party politics of negotiation over Dodd-Frank was 
extremely fraught. As a Senate staffer described, the 
Republicans on the Senate Banking Committee did not 
negotiate in any normal way. “There was clearly something 
pathological going on on the Republican side. We would 
have long meetings with their staffers to talk about the 
details of the bill, but it was never a negotiation, with a few 
exceptions. They would ask questions, but they never gave 
proposals.”+2 In the end, only three Senate Republicans 
voted for the bill, with only one Democrat voting against. 
But the negotiations and discussions with the Republicans 
were intense throughout. Dennis Kelleher of Better 
Markets was working on Capitol Hill at this time and has 
an explanation for this Republican behavior. “People ask, 
why is financial reform so partisan? I say: it’s not partisan. 
The industry made it partisan. When the 2008 crash 
happened, the banks wanted to make sure there was no 
financial regulation and, if there was regulation, there was 
as little of it as possible. And the way they did this was to 
move all of their chips to the Republicans to kill Dodd- 
Frank. They did have some Democratic allies, but it was the 


Republicans who mostly stuck together. And that’s what 
‘partisanized’ financial reform.” 

Despite refusing to vote for the bill, the Republicans still 
had a big impact on the eventual language in the Act. 
Senator Chris Dodd intensively sought Republican votes. 
Partly this was because he needed sixty votes to overcome 
the filibuster. As Dennis Kelleher puts it, “There might be 
partisan votes in the Senate, but there are few partisan 
bills that become law.” 

Importantly, the Democrats were not all in on 
fundamental financial restructuring, by any means. As 
Dennis Kelleher stated: “You cannot be a Republican today 
and be actually in favor of real financial reform or 
regulation. You can’t. You do not exist. The problem is that 
you can be a Democrat and be pro-Wall Street.” Another 
Washington-based reformer told me: “When it comes to the 
Democrats, there are some reformers one can almost 
always count on, some whose support we can count on 
some of the time, and then there are those who are almost 
always with the banks.” 2° 

Chris Dodd head of the Senate Banking Committee, 
himself had a checkered history in this regard.2+ Dodd was 
a prodigious fundraiser on Wall Street and especially from 
the insurance industry. He briefly ran for the Democratic 
nomination for president for the 2008 election, which 
added to his fundraising fortunes. As one reformer said in 
an interview: “Chris Dodd’s fundraisers would say to the 
industry [Wall Street]: ‘Either Chris Dodd is going to be 


president or chair of the Senate Banking Committee. How 
much can I put you down for?’”22 The same reformer 
continued: “This is why suspicions began to arise among 
pro-reform Democrats that Dodd was actually negotiating 
against himself. Chris Dodd was a darling of the industry 
for years before the Crash and he was not a reformer 
during Dodd-Frank. Wall Street had full access to him.” 

The tactics and wealth of the Bankers’ Club can lead 
some reformers to defeatism or even despair. But the Club 
does not have the field to itself. These reform groups 
mobilized significant support for serious financial reform in 
the aftermath of the Great Financial Crisis, and, while they 
were not fully successful, they made a real difference. 
Moreover, these groups and these battles helped to create 
a cadre of financial critics, watchdogs, and reformers who 
fought the Trump era rollbacks and pushed Biden to 
appoint regulators who would bring roaring banking under 
better control. 

When I took a poll of progressive financial reform 
experts on the top ten culprits in the financial crash, I also 
asked them to name “the ten to twenty-five most important 
opponents of the destructive evolution of our financial 
system.” I received fewer responses to this poll. Perhaps 
this is because, as one respondent noted, “Funny, it’s much 
easier to think of the .. . spoilers and wreckers than it is to 
think of good guys!” Still a number of people did think of 
some “good guys.” 


Among the top vote-getters were former regulators 
Brooksley Born, Michael Greenberger, and Gary Gensler 
(all CFTC); Sheila Bair and Martin Gruenberg (FDIC); and 
Ed Gramlich and Daniel Tarullo (Federal Reserve). In the 
organizations and activists category, Heather Booth and 
Lisa Donner (Americans for Financial Reform) and Tom 
Schlesinger (Financial Markets Center) were named. 
Journalist William Greider and economists Jane D’Arista, 
Joseph Stiglitz, James Crotty, Hyman Minsky, and Dean 
Baker were all listed as well. Many other names were 
mentioned, and many more names would have made the 
list had I polled a larger group. The point, though, is that 
the Bankers’ Club has a counterforce of activists, 
politicians, professional experts, and others who have been 
fighting it for years. And they have won some important 
battles, and many of them are still fighting. 


The Club Busters in the Fight for Dodd-Frank 


One of the most important organizations that emerged from 
the Great Financial Crisis is the Americans for Financial 
Reform (AFR). This financial reform coalition was formed in 
June of 2009. The coalition of almost two hundred groups 
that joined AFR reflected multiple strands of political 
engagement: labor unions, civil rights and fair housing 
groups, community organizers, consumer _ protection 
organizations, corporate watchdogs, former anti-Vietnam 
War activists, critical academics, disillusioned bankers, 


corporate lawyers, and even some financial regulators. 72 
What is distinctive and highly significant about AFR is that 
it unified these disparate forces around the fight for Dodd- 
Frank and financial reform and restructuring more broadly. 

Anti-predatory lending activists were among the early 
fighters against many Wall Street practices that would 
eventually lead to the Great Financial Crisis. In the 1960s 
and 1970s, civil rights activists targeted housing financial 
exclusion, commonly referred to as redlining, that had been 
incorporated into discriminatory federal law and that was 
reinforced by banks and the real estate industry. These 
laws and practices prevented African Americans from 
getting mortgages and buying homes in many 
neighborhoods. This financial exclusion eventually turned 
into predatory inclusion in which loans were pushed on 
borrowers who could not afford them. Political activists, 
civil rights and public interest lawyers, economists, and 
states’ attorney’ general offices fought for the enforcement 
of fair housing laws, for the Community Reinvestment Act, 
and against predatory lending. 2° One focus of this work was 
fighting against the federal preemption of state and local 
ordinances that allowed _ banker-friendly regulatory 
agencies to prevent states from limiting predatory lending. 
These federal preemption laws and regulations had been a 
big priority of banks and mortgage issuers so that state and 
local governments could not interfere with their predatory 
lending. There is strong reason to believe that if the local 
anti-predatory lending laws had been instituted and 


enforced, the subprime mortgage meltdown that was 
associated with predatory lending would not have been as 
severe. Nor would the massive loss of housing wealth, 
especially for people of color, been as likely to happen. 
Another key group in the Americans for Financial Reform 
coalition was the AFL-CIO. Lisa Donner, now the executive 
director of AFR, noted that “the AFL-CIO was the backbone 
of AFR’s fight over Dodd-Frank.” 22 The AFL-CIO’s interest 
in financial issues was nothing new, but its focus on 
financial reform was recent. According to my interviews 
with several AFL-CIO former staff members, the union had 
been concerned with various specific issues of financial 
regulation for years, including pension fund management. 
In the 1980s and 1990s, they also took an interest in 
Federal Reserve monetary policy, interest rates, and 
governance issues. Former AFL-CIO director of economic 
research Sheldon Friedman initiated a program of 
recruiting and training labor members who served on the 
boards of the regional Federal Reserve Banks.22 Ron 
Blackwell, former director of corporate affairs and later 
chief economist of the AFL-CIO, attempted to critically 
raise the issues of how Wall Street and free-market policies 
were undermining the power of workers and redistributing 
income from workers to capitalists. But it wasn’t until the 
Great Financial Crisis that the union focused on broad 
issues of financial regulation and reform and especially the 
Dodd-Frank legislation. Damon Silvers, a Harvard trained 
lawyer who was policy director of the AFL-CIO during the 


Great Financial Crisis and an associate of Elizabeth 
Warren, raised the profile of the AFL-CIO’s efforts on 
financial reform. 

Consumer protection groups and anti-corporate power 
groups, some associated with Ralph Nader-founded 
organizations, had long been fighting similar battles. For 
years they had been battling against excessive bank fees, 
bank mergers and their monopoly power, and redlining. 
Among these groups, Public Citizen and the Consumers 
Union joined as key members of the AFR coalition. Their 
focus was to push for the creation of a consumer finance 
protection bureau but they also became involved with other 
areas of Dodd-Frank legislation. 2 

As is natural, not all members of the coalition agreed on 
the priorities for the group. Establishing a new consumer 
protection agency was a lower priority for the AFL-CIO and 
other labor organizations. For them, structural issues, such 
as corporate governance and investment provisions (i.e., 
shareholder rights and fiduciary obligations) achieved top 
billing. The same was true for the National Community 
Reinvestment Coalition, the National Fair Housing Alliance, 
and other fair lending and community development 
organizations for whom the reauthorization of the 
Community Reinvestment Act was at the head of their 
priority lists. 34 

Bringing these somewhat disparate groups together and 
sustaining their unified involvement in the push for an 
effective Dodd-Frank law was no easy matter. To do this 


required highly effective leadership. This leadership was 
provided by Executive Director Heather Booth and Deputy 
Director Lisa Donner.*4 Booth had been a leader in 
progressive movements since the 1960s working both with 
community organizing and with electoral politics. Lisa 
Donner, younger than Booth, had taken a somewhat 
different path. Donner had extensive experience in financial 
issues before joining AFR, whereas Heather Booth’s 
experience was more focused on broader coordination and 
mobilization skills and electoral politics. These experiences 
and skills complemented each other extremely well. The 
combination of electoral politics and external community 
organizing was replicated by Booth and Lisa Donner in the 
work that AFR would do on financial reform. 

The AFR’s efforts were greatly helped by what they 
referred to as “champions” on Capitol Hill, including 
Senators Sherrod Brown of Ohio, Jeff Merkley of Oregon, 
and others. A key role was also played by Elizabeth Warren, 
who at that time was a Harvard Law professor who was 
chairing a congressional oversight panel monitoring the 
government’s bailout money. Unfortunately, neither she nor 
anyone else could give bailout money to reformers. That 
was reserved strictly for the bankers. 


Financial Disadvantage 


The AFR faced an enormous disadvantage when it came to 
funding. Nothing makes this clearer than how Heather 


Booth was recruited to be the new coalition’s director. 
Booth was asked if she would direct the organization. 
Knowing that it would be difficult to succeed without funds, 
she asked if there was money. The response: “No. Not only 
don’t we have a lot of money. We don’t have any money. So, 
if we hired you, we couldn’t actually pay you.” = 

In the end, AFR did raise money, but it was a pittance 
compared to the amount available to the Bankers’ Club. 
AFR ended up spending only $1.5 million to $2 million on 
the Dodd-Frank campaign.** By contrast, the Chamber of 
Commerce CEO Tom Donohue announced the launch of a 
$100 million campaign to defend “economic freedoms.” To 
compete, AFR had to engage in massive amounts of “self- 
exploitation”: long hours, low pay, huge amounts of 
volunteer and pro-bono work, the typical movement 
scenario. 


The AFR Mobilized Expertise 


The coalition would likely have failed if it had not been able 
to draw on enough people with specialized knowledge and 
skills in multiple aspects of finance and financial reform. 
Fortunately, there were many experts already working in 
the member organizations, especially in areas such as 
consumer protection, predatory lending, retirement funds, 
and fiduciary duty. For other areas, such as derivatives, 
banking regulation, credit rating agencies, and Federal 
Reserve governance, the coalition was able to tap into the 


expertise of former financial regulators, financial sector 
actors, and congressional staff members who contributed 
expertise to AFR’s efforts, usually pro bono. These included 
former regulators, such as Michael Greenberger of the 
CFTC, an expert on derivatives; lawyers with expertise in 
finance such as Jennifer Taub, formerly of Fidelity 
Investments; specialists from member organizations, such 
as Heather Slavkin Corvo of the AFL-CIO, a specialist on 
investments and pension funds; economists with finance 
and/or regulatory experience, such as Jane D’Arista, 
formerly a_ staff economist on the House Banking 
Committee, the Congressional Budget Office, and later the 
House Energy and Commerce Committee; Robert Johnson, 
former director of the Senate Banking Committee and a 
former Wall Street investment advisor; Simon Johnson of 
MIT and formerly of the IMF; Anat Admati, a banking 
expert from Stanford; and former Wall Street lawyers and 
bankers who became Wall Street critics, such as Wallace 
Turbeville, a former Goldman Sachs banker turned critic 
who worked at the think tank Demos along with lawyer 
Heather McGhee. Some Democratic staff members on 
Capitol Hill involved in financial regulation also often found 
joint cause with the AFR coalition. The AFR coalition both 
worked with and actually created champions on Capitol Hill 
to shape the Dodd-Frank Act. 


In the end, the Club Busters partially succeeded. A major 
victory was the creation of the Consumer Financial 


Protection Bureau. Other important safeguards, such as 
higher capital and liquidity standards on big banks; the 
Volcker Rule limits on _ risky’ proprietary _ trading; 
restrictions on lending by one big bank to another; and 
regulations of derivatives were all significant, at least in 
principle. But the Act fell short of what the reformers 
wanted or even what President Obama claimed for it. When 
President Obama signed the Dodd-Frank Wall Street 
Reform and Consumer Protection Act into law on July 21, 
2010, he proclaimed: “Because of this law, the American 
people will never again be asked to foot the bill for Wall 
Street’s mistakes,” at a ceremony attended by some Wall 
Street bankers, business leaders, and lawmakers. “There 
will be no more taxpayer-funded bailouts. Period.” 22 

The problem was this: the finance lobbyists and their 
supporters on Capitol Hill and in the Obama administration 
ensured that Congress would pass a bill that was left 
largely unfinished. The Act primarily laid down broad 
principles and set up certain structures (such as the 
Financial Stability Oversight Council and the Consumer 
Financial Protection Bureau). But the Act mostly left the 
details for the regulatory agencies to write in the months 
and years ahead. 

This long drawn out rules-writing process worked to the 
bankers’ advantage. When the law passed, advocates and 
supporters celebrated the victory. And though Wall Street 
publicly protested, they knew the score. Dennis Kelleher 
recounts the story: “After Dodd-Frank passed, a journalist 


said to a Wall Street lobbyist, ‘Wow! That was a terrible 
defeat!’ The lobbyist smirked and said: ‘Defeat? This is half- 
time, baby.’ The lobbyist knew that they were going to try 
to win in the rule making process everything they had lost 
in the legislative process.” 2° 


After Halftime: Better Markets Joins the Fray 


The Americans for Financial Reform understood the 
dangers that would arise from the rule-making process. The 
fact that the battle was only half over was also clearly 
perceived by Mike Masters, a hedge fund investor who had 
weighed in during the Dodd-Frank process on issues of 
derivatives, hedge funds, and speculation, and by Dennis 
Kelleher, a Democratic staffer on Capitol Hill with a 
background in law and finance. % 

During the Dodd-Frank deliberations, Kelleher had met 
Michael Masters, who was testifying in Congress that the 
financial markets needed to be cleaned up. Kelleher told 
Steven Brill, “Mike was looking for someone to give money 
to so he could start some kind of group to work on (these 
issues) and then could go home. We hit it off, but I told him 
I was a big institutions guy not a start-up guy. But he 
promised me $3 million a year for five years so we could 
pay people more than the usual nonprofit, and I became a 
start-up guy.” 32 They cofounded Better Markets in 2010. 

Dennis Kelleher is a former congressional staffer and 
partner at the Wall Street Law firm Skadden Arps. 


Kelleher went there after graduating from Harvard Law 
School in 1987, having spent four years in the Air Force 
before that. Kelleher took a year off to work for Senator 
Edward Kennedy, returned to the firm, and then went back 
to Capitol Hill in 2004, holding down a series of 
increasingly senior staff positions. Kelleher said he left 
Skadden Arps, “because too many brilliant people spend 
their time making rich people richer. I didn’t think the 
world needed another one.” *2 

The goal of Better Markets was to add to the expertise 
that AFR had already assembled, knowing that the second 
half of the Dodd-Frank drama was going to be a long and 
complicated fight. As Michael Masters told Inside 
Philanthropy, “There are many, many more lobbyists on the 
other side. And the rules have gotten so complex that... 
[i]t’s imperative that we have a full-time organization doing 
this so that all of us who use markets are better off.” As 
Kelleher told me, “How many laws are self-executing? ... 
None! ... rule-making is a slog—it requires expertise and 
persistence and an understanding that there is no such 
thing as a quick win. And often a win is preventing a loss. It 
is hard to brag about that.” ** 

Hiring sufficient staff with technical expertise takes 
money. Says Kelleher, “The only thing that allows us to be 
independent is Mike Masters’ financial support.” Kelleher 
notes that they have been able to diversify their funding 
somewhat but “we still have a difficult time raising funds 
because no one wants to go up against Wall Street because 


going up against Wall Street means going up against 
Washington because Wall Street owns most of Washington.” 
Having technical experts who watch out for the “public 
interest” against the Bankers’ Club is crucial. Better 
Markets and Americans for Financial Reform together 
mobilize a significant amount of this technical expertise. 
They are joined by experts from other think tanks and 
advocacy groups, such as the Center for American 
Progress, Demos, PERI, and the Center for Economic and 
Policy Research. There are also experts at other think 
tanks, such as Eileen Appelbaum at the Center for 
Economic and Policy Research, who focuses on private 
equity issues. Public Citizen and the Center for American 
Progress have a few experts working on these issues. And 
there are economists and lawyers in the academy, whom I 
discuss in later chapters, who also contribute expertise. 
Still, the resources that all of these groups have 
combined is dwarfed by those flowing to the Bankers’ Club. 
Kelleher estimates that just “the combined budgets for 
thirty financial industry groups—not including public 
relations firms, lobbyists, etc.—totals hundreds of millions 
[of dollars] a year.” “ Kelleher notes: “What we really need 
are ten more Better Markets and ten more AFRs.” Lisa 
Donner, executive director of AFR, emphasized the 
importance of this work: “So many fundamental decisions 
about how the economy works, and who it works for and 
who is excluded, are made through decisions we make 


about finance. There is a huge opportunity to have a 
transformative impact.” 


The Bankers’ Club versus the Dodd-Frank Act 


Dodd-Frank had three major goals.“ First, to prevent 
future devastating financial crises leading to taxpayer- 
funded bailouts—that is, end the era of Too Big to Fail. 
Dodd-Frank provisions to achieve these goals included: 
increased capital, leverage, and liquidity requirements on 
the biggest banks. It also tried to limit the dangerous 
interconnections in the financial system by limiting debt 
and derivative arrangements between banks; it gave 
authority to regulate more of the unregulated (shadow) 
financial system; and it increased regulatory authority for 
key regulatory agencies, including the Federal Reserve, the 
Commodity Futures Trading Commission, and the SEC. 

A second goal was to protect financial consumers and 
investors by creating a new agency, the Consumer 
Financial Protection Bureau, and authorizing new rules to 
prevent abusive practices by financial companies. 

Third, Dodd-Frank sought to redirect the largest banks 
into banking activities that support the real economy and 
discourage them from undertaking dangerous, destructive 
financial activities. Here, the Act contained language to 
regulate derivatives and reduce proprietary trading by 
banks (the Volcker Rule). Most of these rules were directed 
toward the largest banks and dealers, focusing on banks 


with more than $50 billion of assets. At the time that Dodd- 
Frank was passed, this amounted to forty banks, or less 
than 0.5 percent of all banks. 

Despite these goals, the bankers and their allies in the 
Bankers’ Club were able to significantly water down these 
rules during the rule-writing process, despite the best 
efforts of the “Club Busters.” 

Greasing the wheel was the continuing flow of money 
and jobs to members of Congress and their staffers. After 
the passage of Dodd-Frank, the big banks and their trade 
organizations returned to their traditional practice of 
placing some of their “chips” in both baskets—Republican 
and Democratic—to make sure that they could continue to 
influence legislation and, especially, the rulemaking 
processes. As Kelleher notes: The banks returned to their 
typical pattern of giving to both Republicans and 
Democrats. “But they’re more strategic on the Democratic 
side. For example, they don’t give to Elizabeth Warren ... 
The lobbyists worked the Democrats relentlessly, especially 
those on the Banking Oversight Committees in Congress. 
They started contributing to key Democrats with oversight 
of the key rule making committees.” *” 

The rule-writing process created a major battlefield in 
both the regulatory agencies and in Congress. Says Dennis 
Kelleher of Better Markets: during the rulemaking “the 
lobbyists worked the Democrats relentlessly.” “? Whereas 
the Bankers’ Club of the 1930s took three decades to revive 
and start flexing their muscles, this time, in less than three 


years after the Great Financial Crisis, the Club was fully 
back in business. 

The Bankers’ Club had a laser-focused congressional 
strategy. The House Financial Services Committee is a key 
target partly because “freshmen lawmakers are often 
appointed to the unusually large committee because it is 
seen as a helpful base from which they can raise campaign 
funds. For Wall Street, the committee is a place to push 
back against Dodd-Frank.” *4 

So, when in 2013 the banks and some nonfinancial 
corporations worried that regulators would tighten up 
further on derivatives trades, they worked on _ the 
committee that was to draft the legislation. Citibank 
actually drafted much of the language for the bill that was 
considered in the House Financial Services Committee. *8 
And when federal regulators released a rule governing 
derivatives trades, “it was significantly less demanding 
than the industry had feared, a decision that the industry 
partly attributed to pressure stemming from Capitol Hill.” 
In fact, most of the Democrats on the committee, along 
with almost all the Republicans, came to the industry’s 
defense. It was probably no coincidence that many of the 
Democrats had started to receive donations from political 
action committees of Goldman Sachs, Wells Fargo, and 
other financial institutions.” 

The Bankers’ return to “giving some chips to the 
Democrats” paid off during the Obama years. Ferguson, 
Jorgensen, and Chen analyzed votes in the House of 


Representatives on measures to weaken the Dodd-Frank 
legislation after it was passed in favor of financial interests 
that were lobbying for these bills and found that campaign 
contributions had powerful impacts on legislators that 
switched their votes in favor of weakening the reforms. 22 

Over the next several years, the Bankers’ Club perfected 
their well-placed financial contributions to switch votes to 
weaken Dodd-Frank. With Obama still president, the 
Bankers’ Club still managed to write weak rules since 
Republicans controlled both houses of Congress. The Club 
would get the Republican-controlled Financial Services 
Committee to pass a technical bill, with help from 
Democrats, and then they would attach the provision to a 
must-pass piece of legislation, such as a budget bill. Then 
the bill as a whole would pass in both houses and President 
Obama would have to sign it.2! One of the key factors that 
has enabled this erosion of regulations is that, according to 
Weisman and Lipton’s reporting, “Of great ... importance 
[is that] no influential business group opposes Wall Street’s 
effort, making more Democrats open to the campaign. By 
contrast ... [with] the Affordable Care Act... the health 
insurance and hospital industries, along with leading 
pharmaceutical companies, are strongly opposing its 
repeal.” 22 


Trump Era Rollbacks of Dodd-Frank 


On November 9, 2016, Americans woke up blurry-eyed and 
stunned: Donald J. Trump was going to be their next 
president. Trump won the Electoral College vote despite 
large swaths of American big business, including the major 
Wall Street bankers (to say nothing of the majority of 
American voters), opposing him. Among other things, 
Trump’s anti-banker and anti-free trade rhetoric had 
scared many business titans away. Trump famously and 
repeatedly promised to “drain the swamp,” a place where 
many top bankers and their allies dwell and prosper. 

Almost immediately, Trump made an about-face on his 
flamboyant, and highly effective opposition to “corrupt” 
Wall Street bankers. Within ten days of his inauguration at 
a meeting of small businesses Trump declared, “Dodd- 
Frank is a disaster. We’re going to do a number on Dodd- 
Frank.”22 Goldman Sachs alum Treasury Secretary 
Mnuchin soon released the US Treasury’s proposal for 
financial reform and far from breaking up the Wall Street 
banks and bringing them under control, the Treasury plan, 
“A Financial System that Creates Economic Opportunities,” 
was simply a regurgitation of the wish list for deregulation 
that had been pushed for years by the biggest Wall Street 
banks. =4 

Clearly, Donald Trump had joined the Bankers’ Club. 

Top of the list for the Trump era Bankers’ Club was the 
destruction of the Consumer Financial Protection Bureau. 
The banks had opposed Elizabeth Warren’s brainchild from 
the beginning, and the objections only mounted as the 


Bureau “amassed an impressive track record in its first six- 
plus years.” 22 

Fighting back by the AFR, Better Markets, and others 
helped to protect the Bureau. While the election of Joe 
Biden as president may have saved it, the Republican 
attacks continue in the courts. And there were many other 
assaults on financial regulation that have had to be parried 
by AFR, Better Markets, and others.2° But they were not 
always successful in stopping financial deregulation under 
the Trump administration. The Trump era rollbacks led to 
reduced regulations on regional banks that are large but 
not as large as the Citibanks and Banks of America of the 
country. Silicon Valley Bank, which collapsed in March 
2023, the second largest bank to go bankrupt in US history, 
was one of these regional banks that was let off the hook by 
Trump era regulators with loosened regulations. Silicon 
Valley Bank and two others that collapsed in March 2023 
were very tied into the tech industries, including crypto 
finance. 24 


Biden Enters, and the Republicans Return 


When Biden was elected president, reformers were hopeful 
that the tide had turned back to a period of financial 
reform. Pro-reform champions such as Senators Elizabeth 
Warren, Sherrod Brown, Bernie Sanders, Jeff Merkley, and 
others were in powerful positions in the Senate, and 
Maxine Waters and the progressive caucus of legislators 


gained clout in the House. Moreover, the Biden 
administration appointed a number of Club Busters to 
important positions in the financial regulatory agencies and 
Treasury Department. But the Bankers’ Club has not gone 
home. They opposed many of Biden’s more progressive 
nominations and continue to work behind the scenes to 
stall financial reform actions in the regulatory agencies. 
And in some of these efforts, as before, they have 
Democratic allies. With the Republican takeover of the 
House of Representatives in the 2022 midterms, the 
Republican members of the Bankers’ Club redoubled their 
efforts with a focus on cutting capital requirements and 
other safety regulations. 


Crypto Regulation: A New Battle front in Financial Reform 


A major article in the New York Times on May 10, 2021, led 
with the headline, “Firms in Crypto Play Power Game over 
Regulation; Bid to Influence Policy.” Eric Lipton reports on 
a “long list of cryptocurrency companies scrambling for 
influence in Washington as the Biden Administration begins 
setting policy that could shape the course of a potentially 
revolutionary industry that is rapidly moving into the 
mainstream and drawing intensifying attention from 
financial regulators, law enforcement officials and 
lawmakers.”22 “As the stakes have grown, so has the 
recognition that the industry’s future—at least in the 
United States—while be shaped in Washington, prompting 


the rush to scoop up well-connected advocates.” These 
include former members of Congress and a_ recent 
chairman of the Commodity Futures Trading Commission, J. 
Christopher Giancarlo. Max Baucus, the Democratic former 
chairman of the Senate Finance Committee, and Jim 
Messina, a former Obama advisor, also have recently been 
named to senior industry posts in cryptoland. Claims of 
conflict of interest are beginning to arise. Jay Clayton, who 
was chair of the SEC until December 2020 quickly became 
a paid advisor to a firm that invests hundreds of millions 
into Bitcoin and Ether, two cryptocurrencies. And the list 
goes on. 

The crypto barons are the new kids on the roaring 
banking block. It remains to be seen whether the other 
financial institutions and members of the Bankers’ Club 
want to let them into their club. Just as there was a decade 
of infighting between competitive subsectors of finance in 
the 1990s before they finally joined forces to successfully 
push for financial deregulation in the late 1990s and early 
2000s, it remains to be seen whether and how crypto is 
integrated into the financial industry. But with so much 
money at stake, and with Congress being so enamored with 
campaign contributions and revolving-door jobs, it is hard 
to imagine that the “new kids” will be kept on the margins 
for long. That is, unless the Club Busters are able to keep 
them there. 


CONCLUSION 


Money drives way too much of our politics. Finance is 
among the biggest players in this money-driven politics and 
this power shows up in the links between finance’s ability 
to deliver money and jobs to political candidates from 
president on down to members of Congress and their staffs. 
Public-interested Club Busters—activists, lawyers, 
economists, labor union officials and _ organizers, 
organizational operatives, former bankers and financial 
regulators, and current politicians and government officials 
—have all stepped up at various times to try to block and 
even bust the Club. The Biden victory offered some 
opportunities for these groups and individuals to bring 
about a more socially efficient, safe, and equitable finance 
system. But the well-oiled, multilayered Bankers’ Club has 
many channels into the political system, including the 
regulatory agencies. This includes the Federal Reserve, the 
country’s central bank. 


The Federal Reserve 


CHAIRMAN OF THE CLUB 


Just one year before Lehman Brothers collapsed and almost 
took down the world economy, former Federal Reserve 
Chair Alan Greenspan went on the media circuit, hawking 
his new memoir, The Age of Turbulence: Adventures in a 
New World.+ That fall of 2007, as the financial tectonic 
plates created explosive pressures beneath the economy’s 
surface, the touring Greenspan was_ getting mostly 
adulation from the media. Greenspan, chair of the Fed from 
1987 to 2006, a devotee of free-market capitalism, and a 
disciple of the libertarian philosopher Ayn Rand, had been 
touted by Time magazine in 1999 as the central member of 
the “Committee to Save the World.”2 This publicity circuit 
was also his post-retirement victory lap. 


But Greenspan was not prepared for Jon Stewart. 
Greenspan’s agent probably booked Greenspan on the 
Daily Show to sell books to a younger, hipper crowd. And 
since Stewart was just a TV comedian, what could go 
wrong? 

The interview on September 18, 2007, began well 
enough with Stewart adopting his charming, polite, slightly 
selfdeprecating persona.2 But about two-and-a-half 
minutes in, things got interesting. 


JON Many people are free market capitalists, and 
STEWART: they always talk about free market 

capitalism and that is our economic theory. 
So... why do we have a Fed? Wouldn’t the 
free market take care of the interest rates 
and all that? So why do we have someone 
adjusting the rates if we are a free market 
society? 


[Greenspan looks a bit stunned at the 
question. | 


GREENSPAN: That is a very fundamental question. 


STEWART: Should I leave? [Laughter]. 


Greenspan said that the free market had, in fact, managed 
money under the gold standard but it was abandoned in the 


1930s because everyone agreed that the gold standard was 
“strangling the economy.” 


GREENSPAN: 


STEWART: 


GREENSPAN: 


So without that, you need someone or some 
mechanism to determine how much money is 
out there because, remember, the amount of 
money relates to the amount of inflation in 
the economy. 


So we’re NOT a free market then. There is 
NOT a “benevolent hand” that touches us. 


Quite correct to the extent there is a central 
bank governing the amount of money in the 
system. 


Then Stewart wonders whether this hand is so benevolent 


after all. 


STEWART: 


GREENSPAN: 


When you lower the interest rate and drive 
money to the stocks, that lowers the return 
that people get on savings... they (The Fed) 
have made a choice that “we favor those who 
invest in the stock market and NOT those 
who invest in the banks.” That helps us. 
Right? 


That’s the way it comes out but that’s not 
the way we intend it. 


STEWART: [Laughs] But it seems to me that we favor 
investment, but we don’t favor work. The 
vast majority of people work, and they pay 
payroll taxes and they use banks. And then 
there is this whole other world of hedge 
funds and short-betting and... . it seems like 
craps. [Laughter] And they keep saying: ‘No. 
Don’t worry about it. It’s the free market. 
That’s why we live in much bigger houses.’ 
But, it really isn’t. It’s the Fed or some other 
thing [doing this]. No? 


Greenspan, exasperated, and unable to answer, simply 
dismisses Stewart. 


GREENSPAN: I think you better re-read my book. 
[Laughter] 


But Jon Stewart understood Greenspan’s book perfectly. In 
fact, Stewart’s understanding is almost uncanny. 

Stewart is asking, is the Fed a benevolent hand trying to 
help us all? Or is it moving its hand to help the rich get 
bigger houses? Good question. Greenspan couldn’t or 
didn’t want to tell us the answers. Maybe that’s because 
answering these questions accurately requires admitting a 
crucial fact: The Federal Reserve is the chair of the 
Bankers’ Club. As Jon Stewart intimates, historically, the 


Fed has not focused on helping workers, farmers, or the 
poor. Rather, the Fed’s main self-appointed mission has 
been to protect the financial industry and the wealthy. 


WHAT IS THE FED AND WHY DOES IT DO WHAT IT DOES? 


Central banks are usually government or quasi-government 
institutions whose job is to manage interest rates, the 
supply of money, and/or credit. Governments task central 
banks with various jobs depending on time and place. 
These can include controlling inflation, promoting full 
employment, supporting the government’s' spending 
priorities (especially in times of war), promoting the 
competitiveness of home country banking institutions, 
managing the country’s exchange rate, maintaining 
financial stability, acting as a “lender of last resort,” 
regulating financial institutions, and promoting the 
country’s general economic development.* In recent years 
some central banks have been given additional tasks by 
governments, including fighting against racial inequality 
and helping to prevent climate change. 

The Federal Reserve, the US central bank, was created 
in 1913. This was a bit late for rich country central banks. 
In Europe, starting in the seventeenth century, central 
banks were created from private banks that had helped to 
fund monarchs’ wars and sustain their kingdoms. Over 
time, in exchange for privileges granted them by the king 
or state—such as a monopoly in particular areas—these 


banks agreed to take on more and more public functions. 2 
But in the United States, political fights delayed by over a 
century the creation of a formal central bank. 

The political fights over establishing the Federal Reserve 
are complex but shared these common features: private 
banking institutions feared competition from a public bank 
that could take away some of its profitable business; 
regional conflicts in the United States, some relating to the 
conflicts between slave states and abolitionist forces, and 
conflicts over tariffs, free labor, and industrialization also 
created opposition to a centralized bank that some feared 
would focus on northeastern interests to the detriment of 
their own. And there was the fear that a central bank might 
be taken over by “populist forces” that would excessively 
expand the money and credit supply and increase inflation. 
This, they feared, would hurt bankers (creditors) and help 
out the debtors (often farmers).® 

Eventually, politics and economics came together and led 
to the creation of the Federal Reserve. A series of powerful 
financial crises hit the United States in the late nineteenth 
century. This period of unregulated (“wildcat”) banking, 
plus serious instability in global commodity markets, 
fostered destructive financial crises in the United States.7 
As these problems worsened, some major bankers in New 
York, Chicago, and elsewhere became increasingly aware of 
the benefits of a European style central bank that could 
provide liquidity in the case of bank runs and act as a 
lender of last resort to help save the banks in crisis. 


In addition, as Greenspan told Jon Stewart, the gold 
standard system did create high interest rates and 
inadequate credit for farmers. These high rates and tight 
credit conditions generated widespread dissatisfaction on 
the prairie with the banks and the monetary system overall. 
This farmer/worker political upsurge—what Lawrence 
Goodwyn calls the “populist moment”—led to protests 
against the destructive and unfair financial system 
dominated by big banks and a restrictive monetary 
standard (the gold standard). In addition, some of these 
disaffected workers and farmers developed detailed 
monetary plans to replace this banker-run system with a 
more democratically accountable financial system. The 
system these populists designed was to serve the needs of 
the farmers and workers, rather than first and foremost the 
financiers and the wealthy. Today, the best-known populist 
is Williams Jennings Bryan who gave his famous “Cross of 
Gold” speech at the 1896 Democratic Convention. But 
Bryan was just the tip of the iceberg of a rich movement for 
democratic, fair, and effective finance. These populist 
monetary reformers scared the bankers into thinking that 
they better get a grip on the financial system before more 
radical forces did so. Jolted again by a financial crisis in 
1907, these bankers finally decided that creating a central 
bank under banker control could help kill two birds with 
one stone: help stabilize their businesses while keeping the 
levers of money and finance out of the hands of the workers 
and farmers. ® 


Where workers and farmers saw grave problems with the 
financial system, some bankers, especially in New York, 
saw lucrative possibilities that a national central bank 
could help promote. In the second half of the nineteenth 
century, the United States had become an important global 
industrial power, and the major US bankers, such as J.P. 
Morgan and Nelson Aldrich, thought that the United States 
should also be able to compete financially with the City of 
London, Paris, and Frankfurt. To do this, they needed a 
central bank that would help stabilize the US financial 
system and promote the international role of the US dollar 
which, they believed, would help the New York bankers, 
who were expert in dealing with dollar-denominated 
financial products, to could get a bigger piece of the action 
in the financing of global trade.2 These opportunities 
provided more reasons for the bankers to want to create a 
central bank in the United States. 

All of these pieces came together when President 
Woodrow Wilson signed into law the Federal Reserve Act in 
December 1913. The Fed was established as a 
decentralized system with twelve regional Federal Reserve 
Banks that were privately owned by the banks in their 
districts, but which operated within a broader structure of 
government control. To implement that more centralized 
control, the Federal Reserve Board of Governors was 
established in Washington. A tussle for power between the 
regional banks and the board of governors was common in 
the early years before the Great Depression. 


The bankers’ goals in establishing the Fed were to 
stabilize finance, keep finance out of the hands of the 
people, and help the bankers become global competitors 
with the City of London. Transformed by time and 
economic evolution, these three motivations—financial 
stability, financial control, and promoting American finance 
around the world—remain the dominant motivating forces 
driving the Fed today. Notice what is missing: creating a 
public financial institution that could operate in the best 
interests of us all. 


Disparate Views of the Federal Reserve 


This view of the Fed as chair of the Bankers’ Club is far 
from a consensus opinion. +2 

Most mainstream economists believe, implicitly or 
explicitly, that central banks try to make policy in the public 
interest, assuming that the Fed is controlled by Congress, 
or the president, or, alternatively, because the Fed, as an 
independent agency, is controlled by technocratic public 
ser-vants. From this perspective, “bad” monetary policy 
stems from errors rather than from a lack of concern for 
the public interest. + 

By contrast, the right-wing school associated with James 
Buchanan and Gordon Tullock claim that bureaucratic 
megalomania better explains the Fed’s behavior: the Fed’s 
goal is simply to enhance its own power and authority. “ 


By contrast, members of the Chicago school, such as 
George Stigler, see the Fed as a regulatory agency that has 
been captured by the banks it regulates, and therefore 
operates in the narrow interests of the banks. A more 
populist version of this perspective is the view that the Fed 
is focused on helping one section of the capitalist class: it 
was created by the banks for the banks and still works 
exclusively for the banks. 

Others agree that the Fed does not operate in the 
general interest, but, they argue that the Fed is after much 
bigger game than its own narrow interests or those of only 
one sector of American business, the banks. Influenced by 
Marx’s theory, they argue that the Fed operates like, in 
Marx’s words, “an executive of the modern state ...a 
committee for managing the common affairs of the whole 
bourgeoise.” In other words, the Fed operates in the 
interests of the capitalist class as a whole against the 
working class. 


The Federal Reserve on a Contested Terrain 


While it might seem impossible to navigate this dizzying 
array of perspectives, there is some truth in virtually all of 
them. In my view, the best way to understand what the Fed 
does and why is to analyze the Fed as a contested terrain.** 
As one of the most powerful economic institutions in the 
United States, the Fed is naturally an institution over which 
groups fight for influence and control—the big banks, the 


small banks, the nonbank financial institutions, the unions, 
the farmers, and last but not least, the politicians. From 
this perspective, policy that fails to operate in the public 
interest can often be explained by looking at narrower 
interests that dominate the central bank. 


Bankers Have an Edge in This Contest 


The contest for control of the Fed does not take place on a 
level playing field. Banks and the financial sector generally 
have an enormous advantage in this struggle for influence. 
It is not hard to see why.+® The Fed’s ties to the financial 
sector are manifold. The Federal Reserve conducts its 
monetary policy by operating through the banks and 
through the financial markets more generally. As a result, 
the Fed has to keep in constant touch with the banks, 
securities dealers, and other financial market participants 
who are operating “in the market” to assess the impacts of 
their policies. The Fed’s dependence on these institutions 
and markets leads the Federal Reserve to support the 
banks, the securities dealers, and the markets so that they 
can continue to function. 

The Federal Reserve is also the chief regulator of both 
the mega banks and many smaller banks. This relationship 
sets up a common dance between the Fed as the regulator 
and the banks they regulate. The Fed’s regulatory and 
monetary tool kit provides it with many carrots and sticks 
to offer Wall Street banks to induce their loyalty and 


political support, and the banks have a huge incentive to 
play along. It also means that, as a regulatory agency, the 
Fed’s_ relationship with finance provides plenty of 
opportunities for standard capture-style dynamics of, for 
example, the revolving-door variety. +2 

These close connections to banking and finance help to 
explain why central banks tend to see the world through 
finance-colored glasses. But in the United States, there is a 
further and very powerful reason why the Federal Reserve 
has a special relationship to the banks and _ financial 
institutions. This has to do with the important and widely 
misunderstood concept of central bank independence. 


Central Bank Independence and Contested Control 


The US Constitution calls for three branches of government 
that are somewhat independent from one another and that 
can act as “checks and balances” on each other: the 
Executive, the Legislative, and the Judicial. No one 
seriously suggests that the Pentagon should be politically 
independent from the federal government, nor the State 
Department, nor the Treasury Department. Yet, it is 
commonly believed that the Federal Reserve should be 
independent. If the president tries to tell the Fed what to 
do, critics and pundits cry out: “But that is a violation of 
Federal Reserve independence!” 

But the idea that the Federal Reserve is independent is a 
myth. This is not because, as some believe, that the Federal 


Reserve is totally controlled by Congress or by the 
president.+2 Rather, there are underlying political-economic 
forces that make complete independence impossible in a 
democracy like the United States. The Fed is and remains a 
creature of Congress and ultimately subject to its authority. 
Generally, Fed officials are wary, at best, of congressional 
oversight, much less control. For over half a century, Fed 
officials have argued that Congress should leave _ its 
creature alone. On their view, the Fed should be 
autonomous from Congress. The bankers argue that it 
would be dangerous if it were otherwise. 

Examples of such dangers are not hard to find. Former 
congressman Ron Paul was famous for calling for an “End 
to the Fed.” 22 Former governor of Texas, Rick Perry, in his 
run for the Republican presidential nomination in 2012 
threatened Fed Chair Ben Bernanke and the Federal 
Reserve: “If this guy prints more money between now and 
the election, I dunno what y’all would do to him in Iowa but 
we would treat him pretty ugly down in Texas. Printing 
more money to play politics at this particular time in 
American history is almost treacherous—or treasonous in 
my opinion,” said Perry. 

To avoid interference from political forces such as these, 
the Fed cultivates political allies to preserve its political 
autonomy from elected officials. As I have already 
suggested, the Fed’s most natural allies are the private 
bankers: it regulates them, it interacts with them on a daily 
basis, it trades favors with them, and it often shares the 


same outlook. In order to curry favor with this “natural 
ally,” the Fed, in turn, provides benefits to the banks. These 
can take the form of regulatory policies that benefit the 
banks, or it could include interest rate and monetary policy 
that the banks prefer, and importantly, these policies can 
include massive financial bailouts if the banks get in 
trouble. In other words, to get political support from the 
bankers, the Fed offers economic and political support for 
them in return. The Fed becomes a powerful member of the 
Bankers’ Club. 

Note what this means: to stay independent of 
government, the Federal Reserve becomes highly 
dependent on support from private bankers. In short, there 
is no such thing as central bank independence in a 
capitalist | democracy. Maintaining central bank 
independence from elected officials requires the central 
bank to become dependent on political allies, which are 
usually the banks. 


The Broader Context of Central Bank Policy 


Still, the Federal Reserve cannot always do the narrow 
bidding of the bankers, even if it wanted to. Since the 
Federal Reserve policy strongly affects the overall health of 
the US economy, it is under great pressure from 
nonfinancial businesses, workers, and politicians not to 
focus exclusively on one segment of American business, the 
banks. In addition, even a central bank as economically 


powerful as the Fed cannot always make policy just as it 
pleases. The global economic and financial system is 
complex, always changing, and subject to major shocks and 
Surprises, such as the massive increase in oil prices 
associated with the formation of OPEC in the 1970s, or the 
Russian invasion of Ukraine in 2022. Financial innovation 
also induces unforeseen changes in national and global 
financial markets. To paraphrase Karl Marx, “the Fed 
makes policy, but it can’t make it just as it pleases. It makes 
policy not under circumstances entirely chosen by itself, 
but under circumstances given and transmitted from 
elsewhere.” + Still, the Fed has more opportunity to make 
history than most central banks. It manages the world’s 
global currency, the US dollar, and that counts for a lot. 

The upshot is that, given the Fed’s history and its 
structural location in the economy and political system 
without strong contestation from citizens and publicly 
oriented legislators and politicians, the natural tendency of 
the Fed is to carry out its monetary policies, regulation 
policies, and public relations operations to support the 
banks. In this way, it usually serves as the chair of the 
Bankers’ Club. We can see this tendency—as well as the 
contested pushback—in a brief overview of Federal Reserve 
history. 22 


FEDERAL RESERVE AS CHAIR OF THE BANKERS’ CLUB: A 
SELECTIVE HISTORY OF MONETARY POLICY 


The Great Depression 


We’ll start with the Great Depression, the first big test of 
Fed policy, less than two decades after the Fed was 
created. One does not have to go as far as Milton Friedman 
and Anna Schwartz who claim that the Federal Reserve 
caused the Depression. But it is quite clear that the Fed 
failed miserably to mitigate it. In fact, it was only for a brief 
moment in the winter and spring of 1932 that the Fed tried 
to do anything at all to revive the economy. 

In the winter of 1932, under great pressure from all 
quarters to do something, anything, the regional Reserve 
Banks, which had the authority to expand money and credit 
by buying government bonds (so-called expansionary open 
market operations), briefly swung into action and 
conducted a_ series of open-market purchases. of 
government securities, thereby putting more liquidity into 
the banking system. But after only a brief six months of 
operations, the regional banks ended their purchases. They 
took this surprising decision to stop because the Federal 
Reserve Banks were worried that they were pushing down 
interest rates too low and that this would harm the profits 
of their member commercial banks. In short, the Fed’s one 
serious attempt to counteract the Depression came to 
naught because it was worried about harming the short- 
term profits of the private commercial banks. Of course, 
this was self-defeating because not only did the economy 
continue to collapse and unemployment to increase, but the 


number of commercial banks going bankrupt continued to 
rise. Clearly, this was no way to run the Bankers’ Club. 72 


The New Deal and World War II 


The Fed’s failures during the Great Depression led the 
Roosevelt administration and Congress to limit the power 
of the banker-controlled regional Federal Reserve Banks. 
With the Banking Act of 1935, Congress and the 
administration centralized more authority in the Board of 
Governors in Washington, DC, especially with respect to 
monetary policy decisions. Tellingly, they still retained a 
significant role for the regional banks, including putting a 
rotating group of them on the Federal Open Market 
Committee, the body that sets interest rate and monetary 
policy. Moreover, the Act did nothing to alter the ownership 
and control structure at the regional banks. Despite having 
diminished power, the commercial banks still had 
significant control over the Federal Reserve. “4 

It took the mobilization for the Second World War to 
bring the Federal Reserve into line with the 
macroeconomic policy and national goals of government 
rather than the narrow interests of the banks. To help the 
government finance the enormous war effort, the Roosevelt 
administration pressured the Fed to keep interest rates low 
and steady for the duration of the war, essentially taking 
away interest rate-setting policy from the Fed during the 
conflict. The Fed was thus transformed from an institution 


that operated as if it were independent of the government, 
to one that was integrated into it. Similar actions were 
taken in many countries during the conflict. 


The Federal Reserve Treasury Accord 


The Federal Reserve Treasury Accord, an agreement 
between the US Treasury and the Federal Reserve in 
March of 1951, illustrates well how the Federal Reserve 
uses the banks to help it achieve and maintain its political 
autonomy from the government and, in return, makes the 
Federal Reserve especially oriented to the needs of the 
banks. 

The Federal Reserve’s experiment with serving the 
public rather than primarily serving the banks was short- 
lived. Like current Federal Reserve officials, many in the 
Federal Reserve System chafed at the executive branch’s 
control over Fed policy.“2 In the World War II original 
agreement to peg interest rates, Alan Sproul, president of 
the New York Fed, fought for a higher long-term interest 
rate peg than what the Treasury wanted. Sproul wrote, 
“The rate should be fair to the market in that, while we 
might have the power to finance the war at whatever rate 
we dictate, it seemed desirable to help preserve our 
banking system and our institutional investors.” 2° 

Such a concern with the welfare of banks and financiers 
as a group stands in stark contrast with Sproul’s views of 
labor: “Labor members—what we don’t want is members of 


the Board of Directors of [Federal Reserve] banks 
representing and acting as a pressure point for one 
segment of the community. Have no objection, in principle, 
to labor on boards, but their record as militant class 
interest advocates is bad.”24 In thousands of pages of 
archival documents, the leaders of the fight for Federal 
Reserve political independence never mentioned the effects 
of their policies on labor or debtors. 

Led by Sproul, the New York Fed, located in the Wall 
Street area of Manhattan, fought to achieve more 
autonomy from the government to set interest rates. 
Eventually, the Federal Reserve regained its “freedom” and 
autonomy to make monetary policy by negotiating the so- 
called the Federal Reserve Treasury Accord in March of 
1951. To win this political battle with Congress and 
President Truman, Alan Sproul and the New York Fed 
actively engaged commercial bankers and insurance 
companies to try to get them to support more Fed 
autonomy from the government. 

The record of the Accord is replete with evidence of 
relentless organizing by the New York Federal Reserve and 
leading bankers to mobilize bankers and other major firms 
in support of Federal Reserve indepen-dence. To win its 
battle for independence, the Fed needed to branch out 
beyond its traditional constituency of the financial 
community and rally the wider support of industry. 
Important to the outcome, the coalescence of strong 
business support for Federal Reserve independence was 


accompanied by organized labor’s lack of interest in 
monetary matters. 

The most potent force solidifying banker and broader 
business support for Federal Reserve independence was 
the threat of radical action by elements within the Truman 
administration and members of Congress. Members of the 
President’s Council of Economic Advisors developed an 
interventionist plan to deal with building inflationary forces 
stemming from the Korean War to stave off interest rate 
increases by the Fed. The Council of Economic Advisors’ 
Leon Keyserling and John D. Clark were firm opponents of 
Federal Reserve independence. 22 

Keyserling and Clark thought macroeconomic policy 
should be directed toward maintaining full employment and 
maximal economic growth: “The Employment Act of 1946 
has established a goal of ‘maximum employment, 
production and purchasing power.’ Every dictate of 
domestic and internal policy requires that we steadfastly 
pursue this goal.” Moreover, Keyserling and Clark called on 
business to reduce prices and increase real wages since, 
“the economy must expand through rising levels of wages 
and other incomes.” 2° They worried that rising interest 
rates and more Federal Reserve autonomy would hinder 
these goals. 

In the end, Keyserling and Clark lost. Fearing the more 
“radical policies” of the Council of Economic Advisers, 
conservative, business-oriented members of the Treasury 
Department sided with the Fed. Moreover, organized labor 


took relatively little interest in the fight, tipping the 
balance in favor of the Fed and the banks. In the end, the 
Accord was signed, an agreement between two branches of 
the financial family, the Federal Reserve and the Treasury, 
in an attempt to forestall outside interference from forces 
seen as more radical. +4 

These fights over inflation, interest rate increases, and 
the banker opposition to price, wage, and credit controls in 
the fight against inflation have strong resonance in the 
battles over Fed policy and inflation in 2022-2023. 


Monetary Policy in the 1950s and 1960s: From Taking Away 
the Punchbowl to Dumping Cold Water 


William McChesney Martin Jr. was the Treasury official who 
led the Accord negotiations between the executive branch 
and the Fed in 1951. Truman appointed Martin as Fed chair 
in April 1951. From there, Martin became the longest 
sitting head of the Fed, outlasting five presidential 
administrations until Nixon finally got rid of him in 1970. 
Martin, born into a wealthy St. Louis banking family, 
became president of the New York Stock Exchange in 1938 
at the young age of thirty-one—earning him the moniker of 
“boy wonder of Wall Street” by Time magazine. Martin was 
known as a Fed chair who “stood up to politicians,” from 
populist Texas congressman Wright Patman to Texan 
president Lyndon Baines Johnson. In a written statement, 
following Martin’s death in 1998, Alan Greenspan noted 


that Martin had set a “masterful example.” “Crucially, 
Chairman Martin moved the Federal Reserve from being an 
adjunct of the Treasury Department,” Mr. Greenspan 
stated, “to the independent status we know today.” =4 

Martin “detested inflation.” As he put it in a speech to 
New York investment bankers to implement his anti- 
inflationary focus, Martin used his Federal Reserve 
“independence” to raise interest rates and “take away the 
punch bowl just as the party got going.” 

But Martin wasn’t the only inflation hater on the Fed. 
According to University of California Berkeley economists 
Christina and David Romer, “The most obvious and 
significant belief revealed by the Minutes [of the Federal 
Open Market Committee] is a fundamental abhorrence of 
inflation by virtually all (the) members ... Indeed, in 
reading the Minutes, one periodically has to double-check 
the data. The discussion was often so fervent and the 
predictions so dire that it is hard to believe that inflation 
was actually very low.”22 In fact, with only a few 
exceptions, from 1951 to 1965, the inflation rate was 
usually well below 2 percent, the current inflation target of 
the Federal Reserve. Yet, in its anti-inflation zeal, the 
Federal Reserve engineered two recessions in the course of 
a decade by raising interest rates and tightening credit. =* 

Figure 8 shows the evolution of inflation over the 
postwar period, 1940-2022. The relatively low level of 
inflation in the 1950s into the early 1960s is evident here. 
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Figure 8. Inflation rate—annual percent change in the 
Consumer Price Index, 1940-2022. Note: All items in US city 
average, all urban consumers, not seasonally adjusted. Source: 
Bureau of Labor Statistics. 


This focus on inflation is surprising, not only because of 
the low inflation rate overall, but also because of the Fed’s 
congressional directives. Recall that the Council of 
Economic Advisers had referred to the Employment Act of 
1946 during the fight over the Fed’s independence. The act 
had identified a macroeconomic mission for the Federal 
Reserve and had laid out specific goals for Federal Reserve 
policy: maximum employment, maximum production, and 
the maintenance of the value of the dollar.2° Crucially, the 


Act did not say that inflation fighting should have top 
priority. The original intention was far more balanced or 
even tilted in favor of maximum employment and 
production. “° 

Despite this broad congressional and_ presidential 
concern for full employment, for more than a decade 
following the Accord the Fed followed a policy directed 
primarily at fighting inflation, real and imagined, despite 
significant costs to employment and economic growth. 

The Bankers’ Club makes the economics and politics of 
this Fed focus on inflation easy to understand. Banks and 
other financial institutions, generally speaking, are inflation 
phobic. When they lend money, they provide the money 
now but get the interest and repayment only in the future. 
If prices go up at a faster rate than what they expected 
when they lent the money, then the money that comes back 
to them over time is worth less in terms of purchasing 
power. Unexpectedly high inflation harms creditors. And 
this has the opposite impact on the borrowers. They get to 
pay back their debts with less valuable dollars. 2 

The Fed has tools of monetary policy—interest rate policy 
and credit policy—to impact the economy and to try to 
reduce inflation. The Fed says it raises interest rates or 
reduces credit availability to reduce inflation and help the 
economy. But to understand the ways in which this works, 
we need to understand a dirty little secret. 


The Dirty Little Secret of Monetary Policy: The Fed’s 


“Reserve Army” 


The “dirty little secret” of Fed inflation fighting is quite 
simple: the Fed usually fights inflation by throwing workers 
out of work. When the Fed tightens credit and raises 
interest rates, the cost of borrowing goes up. As a result, 
businesses that have to borrow to expand, or households 
that want to get a mortgage to buy a house decide to wait 
until borrowing costs go down. The economy slows down 
and workers lose their jobs. In a period of higher 
unemployment, workers find that they have less bargaining 
power to get a higher wage or better working conditions. =® 
Karl Marx called this pool of unemployed workers “the 
reserve army of the unemployed.” 22 And as long as interest 
rates stay high and people cut back on borrowing and 
spending, unemployment will go up and_ workers’ 
bargaining power will continue to fall. 

This strategy not only helps banks and other financiers 
protect the value of their financial assets, but it also can 
help nonfinancial corporations—by reducing the bargaining 
power of workers, thereby sustaining the profits of 
nonfinancial corporations.“°. Of course, from _ their 
perspective, there can be too much of a good thing: if this 
push to unemployment goes too far and causes a major 
recession, then nonfinancial corporations discover that this 
has been a pyrrhic victory as their unsold products pile up 
in their warehouses. *4 

The important work of Edwin Dickens makes clear that 
in the 1950s and 1960s, the policy makers at the Fed 


explicitly recognized the role of disciplining labor as the 
key to fighting inflation for the bankers. After mining the 
Federal Reserve archives, Dickens comes to this startling 
conclusion: “The archival research reported in this chapter 
shows that it was not an effort to stabilize the economy at 
full employment with price stability but a desire to 
strengthen capital against labor that explains the Federal 
Reserve’s behavior during the 1951-1975 period.” 

Figure 9 shows the actual unemployment rate compared 
with a measure of the level of full employment during the 
postwar period, 1948-2022. In this graph, the full- 
employment level is measured as_ the level of 
unemployment that would be consistent with a steady, low- 
level of inflation. In early 1950 and again in the late 1950s 
and early 1960s, unemployment was higher than the level 
that was required to maintain a steady, low rate of inflation. 
This means that despite the fact that inflation was 
relatively low (figure 8) the Fed still tried to drive 
unemployment higher to weaken labor’s bargaining power 
further. 
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Figure 9. The full-employment rate of unemployment versus 
actual unemployment rate (1948-2022). Notes: Quarterly 
interval. Seasonally adjusted unemployment rate. Light gray 
bars denote recessions according to the National Bureau of 
Economic Research (NBER). Source: Federal Reserve Economic 
Database (FRED). 


The upshot is that the Fed, in the first few decades of its 
newfound freedom and independence, did not implement 
the Congress’s will by treating inflation, maximum 
employment, and maximum production evenhandedly. 
Instead, defying the will of Congress, the Fed focused 
mostly on fighting inflation by recruiting workers into the 
“reserve army of the unemployed” and shoring up the 
defenses of big business in their struggles against labor. 


The banks got their desired low and relatively stable 
inflation rate. The Fed, the chair of the Bankers’ Club, was 
back in business. 


The 1960s and 1970s: Class Struggle at Home and an 
Inflationary Stalemate 


The late 1950s and 1960s, misnamed the “Golden Age of 
Capitalism,” proved challenging for the Fed. The Fed was 
committed to keeping inflation extremely low, but this 
occurred amid rapid economic growth and the increasing 
power of unions and workers. Combine this with a modestly 
expansive fiscal policy for social programs and, mostly for 
the escalating war in Vietnam and the protests and 
militancy the latter generated, and we see a decade or 
more of truly contested terrain in the US economy, society, 
and at the Federal Reserve itself. The two OPEC oil price 
increases in the 1970s made the inflationary situation even 
worse (see figure 8). 

In trying to confront this increasing inflation of the late 
1960s and 1970s, the Fed faced pressure from its club 
members, the banks, and businesses that were getting 
increasingly antsy about inflation and the increased 
bargaining power of labor. They demanded that the Fed 
raise interest rates and restrict credit. But on the other 
side, they were getting pressure from President Johnson, 
who was committed to holding his Democratic coalition 
together, and later Richard Nixon, who was trying to win 


reelection, as well as labor unions who were trying to 
protect the jobs of their members. The Fed struggled to 
manage all these pressures: it raised interest rates to try to 
douse the flames of inflation, and the government 
implemented moderate wage and_ price controls. 
Meanwhile, oil and other commodity prices continued to 
accelerate. The breakdown of the Bretton Woods system of 
fixed exchange rates in 1971 and the OPEC oil price 
increases in the 1970s led the Fed to increase interest 
rates, leading to a recession in 1974-1975, with the official 
unemployment rate jumping above 8 percent by 1975 
(figure 10). 
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Figure 10. Federal Reserve Federal Funds Rate (Effective 
Rate), June 1956-February 2022. Notes: Monthly interval. Light 
gray bars denote recessions according to the NBER. Source: 
FRED. 


The turmoil over this stagflation—a combination of rising 
inflation and high unemployment—made Federal Reserve 
policy a hot political issue. In 1975, with Gerald Ford as 
president, Congress passed a nonbinding resolution 
(Concurrent Resolution 133) that the Fed should “promote 
the goals of maximum employment, stable prices and lower 
interest rates and report to Congress quarterly on the Fed’s 
progress.” This lacked the force of law but was the first 
shot in the stagflation era fight with the Fed over more 
congressional control concerning monetary policy. Ninety- 
six percent of congressional Democrats voted in favor and 
even 73 percent of Republicans joined them. Republicans in 
districts with higher levels of unemployment were more 
likely to vote for the resolution. 

With the election of Jimmy Carter in 1976, some 
Democratic members of Congress, dissatisfied with the 
Fed’s_ policies, started pressuring the Fed to reduce 
unemployment. They reminded the public that the Federal 
Reserve is a “creature of the Congress” and powerful 
actors there decided it was time to clearly specify the 
mandated goals of Federal Reserve policy. With Democrats 
in control of both the Congress and presidency over the 
course of the 95th Congress (1977-1978), Congress 
amended the Federal Reserve Act to signify a “dual 


mandate” to effectively promote the goals of “maximum 
employment, stable prices and moderate long-term interest 
rates” while also imposing new requirements for “greater 
transparency.” More initiatives followed: changes in the 
Federal Reserve Act to specify this dual mandate in 1977, 
and the 1978 Humphry-Hawkins Full Employment and 
Balanced Growth Act. 

The thrust of these bills, starting with the Employment 
Act of 1946, was to make clear that the Federal Reserve 
should make full employment a top priority.“* Passage of 
this bill was a victory in a thirty-year struggle by 
progressives in Congress (and occasionally the president) 
to enshrine full employment as a main priority for the 
Federal Reserve. So, it is all the more surprising that just 
three years later, Paul Volcker, the new chair of the Federal 
Reserve, would implement a _ scorched-earth monetary 
policy to fight inflation at all costs, driving unemployment 
up to over 10 percent, the highest level since the Great 
Depression (see Figure 9). Yet, at his death in 2019, Volcker 
was hailed as a hero who had reestablished the 
independence of the Federal Reserve. 


Paul Volcker and the Victory of the Bankers’ Club 


Paul Volcker was a pivotal figure in the Federal Reserve. He 
settled the contest for control of the Federal Reserve 
decisively in favor of the Fed and the banks. Though 
Volcker himself was a Democrat and not by inclination a fan 


of Milton Friedmanite “free market” economics, his 
monetary assault on inflation ironically fit with Ronald 
Reagan’s assault on organized labor: Volcker’s high interest 
rate monetary policy both complemented and was 
facilitated by President Reagan’s intensely anti-labor 
philosophy and policies. “2 

The Volcker and early Greenspan Fed’s hyper-focus on 
fighting inflation and reducing the bargaining power of 
labor (roughly from 1979 to 1992) was extremely costly to 
the American economy. It brought about higher than 
necessary unemployment and a loss of international 
competitiveness that undermined US manufacturing, much 
of it located in the Midwest. The high interest rates 
engineered by Volcker’s Fed between 1980 and 1985 are 
estimated to have significantly reduced both wages and 
employment in manufacturing during that period, as they 
contributed to a doubling of the manufacturing imports 
compared to domestic production during that time. Recent 
evidence suggests that the loss of employment and wages 
during this period due to increased import competition hit 
Black workers especially hard. 

The impact of these aggressively anti-inflationary 
monetary policies, combined with anti-union legislative and 
legal actions and increased globalization, along with other 
factors such as automation, resulted in major declines in 
private sector unionization and reduced the power of labor 
generally. This all put labor on its back foot, if not its 
back. * 


Figure 11 from the Economic Policy Institute tells the 
tale in one powerful picture. One line shows the increase in 
the typical worker’s wages and other compensation, 
adjusting for inflation (in purchasing power terms). The 
other line shows the value of goods and services produced, 
on average, by the typical worker (productivity). Before 
Paul Volcker and the Fed’s 1980 attack on inflation and 
workers’ power, workers’ wages tended to rise in line with 
productivity. In other words, as the size of the economic pie 
grew, workers got their share of the increases. After 1980, 
workers’ wages stagnated, even though the size of the pie 
continued to rapidly grow. The capitalists got the lion’s 
share of the increases. 

With the combined onslaught against labor of high 
interest rates from Volcker’s Fed, changes in labor laws 
under Reagan, and related increased import competition 
facilitated by Volcker’s high interest rates and overvalued 
dollar, the power of US workers to push for higher wages 
was greatly reduced. In addition, low-cost imports from 
China flooded the US market, facilitated by low-cost 
retailers like Walmart. These low-cost imports put 
downward pressure on retail prices; retailers and domestic 
manufacturers then put downward pressure on workers’ 
wages so that the companies could maintain their profit 
margins. These low prices coming from China—some called 
them the “China Price”—pushed through our economy like 
a wave. With these pressures, the decades-long war against 
inflation and workers’ bargaining power by the Federal 


Reserve was finally settled and the contest for control over 
Federal Reserve policy was decisively won by the bankers 
and their allies. 

These inflation-focused monetary policies worsened 
income distribution significantly. In these inflationary 
periods, when the Federal Reserve raised interest rates and 
reduced credit availability, the result was lower income for 
workers in the bottom half of the wage distribution and 
raises in income for workers in the top portion of the wage 
distribution.*2 Racial minorities and women were especially 
negatively impacted by these policies. One study found that 
the Volcker anti-inflation monetary policy increased 
unemployment among minorities approximately twice as 
much as it did among White Americans. Similar racial 
disparities remain in more recent decades. 
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Figure 11. Productivity growth and hourly compensation 
growth, 1948-2019. Note: 1949-1979: Productivity +118.4 
percent; Compensation: +107.5 percent. 1979-2021: 
Productivity: +64.6 percent; Compensation: +17.3 percent. 
Data are for compensation (wages and benefits) of 
production/nonsupervisory workers in the private sector and net 
productivity of the total economy. “Net productivity” is defined 
as the growth of output of goods and services less the 
depreciation per hour worked. Source: Economic Policy 
Institute, October 2022, https://www.epi.org/productivity-pay- 


gap. 


Weakened Labor, the China Price, and the Financial Asset 
Boom 


In 1987, Ronald Reagan refused to reappoint Paul Volcker 
as Fed chair—worrying that he would resist his 
administration’s push for financial deregulation. Instead, 
the president appointed free marketeer Alan Greenspan. 

With inflation tamed, the China Price reigning supreme, 
and labor on its back, Alan Greenspan engineered a new 
Fed policy: low interest rates. But while this was a different 
direction from the high rates implemented by Volcker, it 
was done for largely the same reasons—to increase the 
wealth of bankers and other members of the 1 percent. “2 

In the late 1980s-1990s, Greenspan’s Fed lowered 
interest rates significantly (see figure 10).22 Many analysts 
argued that Greenspan lowered interest rates in order to 
pump up asset prices, or at least to prevent stock and other 
financial asset prices from falling significantly. If true, this 
policy meant that the Fed was practically guaranteeing a 


floor underneath equity and other asset prices.2+ Once 
investors realized this, asset prices began to climb. The 
Fed’s policy opened a money spigot that elevated financial 
asset prices, thereby providing bankers and other members 
of the top 1 percent with significant wealth increases. The 
bankers could take some of this newfound wealth to finance 
Campaign contributions and _ revolving-door jobs _ for 
members of the Bankers’ Club. In turn, the Club would 
pressure politicians to rewrite the rules of the financial 
system in the bankers’ favor. This cycle could then begin 
anew. 


The Greenspan Bubble Meets the Great Financial Crisis 


As Jane D’Arista shows, the Fed’s easy monetary policy that 
lowered interest rates enabled dangerous amounts of 
borrowing, contributing to the asset bubbles that ultimately 
crashed in 2007-2009. 4 

The financial crash of 2007-2009 ushered in a new era 
for Federal Reserve monetary policy and for the monetary 
policy of central banks in many parts of the globe. With the 
2007-2009 crash, the major central banks’ main focus was 
on rescuing the banks and the broader financial system. 
The hope, of course, was that by rescuing the banks, the 
money would trickle down to rescuing the whole economy. 
The amount spent by the Fed on this banker bailout has 
been estimated to be as much as $22 trillion. 


A major thrust of the Fed’s bailout was to rescue the 
mortgage market, the epicenter of the crisis. A key tool the 
Fed used was quantitative easing (QE): spending billions of 
dollars to buy not only US Treasury bills and bonds—the 
typical purchase in the Fed’s tradition of “open market 
operations” used to manage interest rates—but also billions 
of dollars of mortgage-backed securities, assets based on 
mortgages, many of which were now valued at only a 
fraction of their original price. In buying these, the Fed was 
trying not only to revive the mortgage market and reduce 
interest rates to help revive the economy, but also to raise 
the value of assets on banks’ balance sheets to help the big 
banks’ bottom lines. The Fed, the Bank of England, and the 
European Central Bank, among other central banks, would 
use QE not only during the 2007-2009 crisis, but also again 
when the global financial system nearly melted down when 
the COVID pandemic hit in March 2020. 

Juan Montecino and I researched the impact of QE 
following the Great Financial Crisis on income distribution 
through three channels: the impact of QE on employment 
and wages; the impact of QE and lower interest rates on 
refinancing home mortgages; and the impact of QE on 
asset values. We found that although the employment 
changes and mortgage refinancing were highly equalizing, 
these impacts were swamped by the large dis-equalizing 
effects of equity price increases engineered by the Fed 
asset buying.“ This finding fits well with the perceptions of 


many Americans that “Wall Street was bailed out but Main 
Street was not.” 

To extend this analysis to a longer time, Aaron Medlin 
and I analyzed the impact of Federal Reserve monetary 
policy on wealth distribution. We studied the evolution of 
the wealth of the top 1 percent of the wealth owners and 
the bottom 50 percent. We found that the Fed’s monetary 
policy over the period 1990-2019 increased the wealth of 
the top 1 percent and the top 10 percent of the wealth 
distribution, but not the rest of the population.2* The 
increase and concentration of wealth was enormous during 
this period, and there was political anger to go along with 
it. With the slow recovery of the economy following the 
Great Financial Crisis and the _ elevated level of 
unemployment in the wake of the crisis, it was easy to 
conclude that the government and the Fed had bailed out 
Wall Street and had left Main Street to wither on the vine. 
This perception and the anger that resulted surely had a lot 
to do with the massive win by Tea Party Republicans in 
congressional and state House wins in 2010, and the 
shocking election of Donald Trump as president in 2016. 


Federal Reserve Bailouts 


When the COVID pandemic was officially announced by the 
World Health Organization in March 2020, a_ global 
financial meltdown hit. The panic in these wider markets, 
including the unregulated (shadow) financial system, 


exposed a significant flaw in the financial reform policies 
enacted both in the United States and abroad following the 
Great Financial Crisis. Dodd-Frank and the other reform 
initiatives had failed to bring under oversight, much less 
rein in, the vast array of financial institutions and markets 
that still operate in “the shadows,” outside of regulatory 
purview. It was these financial institutions that, in the first 
instance, almost melted down in March 2020. 

The policies the Federal Reserve pursued in the 2007- 
2009 financial crisis and then again in response to the 
COVID panic starting in March 2020, buying trillions of 
dollars in financial market assets and taking extraordinary 
measures to underwrite the global financial markets, 
further expanded the wealth disparities between the top 1 
percent and everyone else 

In addition, these bailouts amount to a Federal Reserve 
subsidy for the big banks. By showing investors that the 
Fed will always bail them out in a pinch, the big banks are 
able to borrow at below-market costs because they are 
perceived as safer bets than other banks that don’t get 
bailed out. 22 

Still, the Fed’s COVID bailouts of the financial markets 
were not quite the same as what they had been during the 
Great Financial Crisis. The political and economic forces 
acting on the Fed were changing. The contest over control 
of the Federal Reserve was heating up as a result of the 
multiple crises battering the US and world economies. 
When the pandemic hit, in contrast to the Great Financial 


Crisis, special Federal Reserve lending facilities were 
created by congressional statute and, in cooperation with 
the US Treasury Department, to help a broader swath of 
society than just the banks. To be sure, these Main Street- 
oriented facilities were smaller, more restrictive, and less 
well utilized than the financial market bailout facilities. But 
these facilities and other policies at the Fed during COVID 
time were nonetheless potentially significant changes. 
Specifically, they signaled both a_ period of more 
coordination with the government (including the Treasury 
Department and the fiscal authorities) and a stronger 
orientation toward communities and even workers than had 
been the case for decades, possibly since the Treasury 
Federal Reserve Accord of 1951. 


The Fed Briefly Embraces Its Dual Mandate 


A group of Club Busters mounted a campaign to get the 
Federal Reserve to embrace more seriously its dual 
mandate of high employment along with stable prices. A 
loose coalition of academic and policy economists from 
places such as the Political Economy Research Institute, 
Economic Policy Institute, Center for Economic Policy 
Research, Americans for Financial Reform, and grassroots 
activists such as the Fed UP campaign pushed for over a 
decade for the Fed to take its high employment mandate 
more seriously. Part of the reason for the push was because 
of the evidence that tight labor markets help to create 


decent jobs for previously marginalized groups, such as 
people of color.22 This campaign bore results before the 
COVID crisis. The first female Federal Reserve chair, Janet 
Yellen, broached a rarely discussed topic: the rising 
inequality as a structural problem that monetary policy 
could possibly help resolve by pursuing more proactive 
policy. Yellen’s successor, Jerome Powell, helped _ to 
engineer a shift in Federal Reserve monetary policy in the 
interest of reducing inequality for workers who had become 
marginalized from the workforce and especially low-income 
workers of color. The change implicitly acknowledged the 
failures of the previous decades of monetary policy, focused 
as it was on hitting an arbitrary 2 percent inflation target 
and essentially ignoring the second part of its 
congressional mandate: maximum employment. With its 
new strategy, the Fed was acknowledging that its post- 
Volcker inflation-phobic policy had kept unemployment 
unnecessarily high and that this has not only harmed 
workers in general but has prevented low-income workers 
and workers of color from getting a foothold in the 
economy: many of these typically faced a situation of “last 
hired, first fired.” As Powell put it in a speech to central 
bankers at beautiful Jackson Hole, Wyoming: “With regard 
to the employment side of our mandate, our revised 
statement emphasizes that maximum employment is a 
broad-based and inclusive goal.24 This change reflects our 
appreciation for the benefits of a strong labor market, 


particularly for many in low- and moderate-income 
communities.” 2 


Rechanneling Volcker as Inflation Strikes? 


But the Fed’s embrace of the dual mandate—stable prices 
AND high employment—was short-lived. Inflation started 
increasing in the aftermath of the COVID pandemic and 
then accelerated further with the Russian invasion of 
Ukraine. Between 2020 and 2022, the annual inflation rate 
went from less than 2 percent to 7 percent in June of 2022 
(see figure 8).°2 The Federal Reserve was_ severely 
criticized by some politicians, pundits, journalists, and 
financiers for letting inflation spike. Some of the biggest 
components of the price increases were in staples and 
necessities—oil, gas, food, and housing. Many people, 
including workers and the poor, were hard hit. 

Chastened and defensive, the Fed jumped into high gear 
with Jerome Powell saying the Fed would “do whatever it 
takes” to bring inflation down. The Fed initiated a series of 
interest rate hikes of more than 4.5 percentage points and 
committed itself to reduce inflation to its 2 percent annual 
target (see figure 10). By increasing the interest rate by so 
much and doing it so rapidly, the Fed was squarely focused 
on recruiting new “involuntary” members of the reserve 
army of the unemployed. As Robert Pollin and Hanae 
Bouazza have shown, the 2 percent target is completely 
arbitrary, and there is no evidence that such a low inflation 


rate is associated with higher rates of economic growth 
than, for example, 3 percent, 4 percent, or 5 percent. ® And 
the costs of getting down to this arbitrary 2 percent 
inflation rate might be considerable. 

The Fed’s highly restrictive monetary policy risks going 
back to the bad old days of Paul Volcker, who was able to 
slay the 1970s inflation but at a very high cost to the 
United States and global economies. Partly, the problem 
stems from an inadequate understanding of the appropriate 
conditions for using high interest rates to fight inflation. 
The libertarian economist Milton Friedman famously said 
that inflation is caused by “too much money chasing too 
few goods.” Friedman and most economists assume that 
the culprit in this dictum is too much money—referring to 
the money supply typically printed by the central bank (the 
Federal Reserve in the US case). But, historically, most 
serious inflations are caused by too few goods, not too 
much money—that is, serious inflations are often caused by 
disruptions in the supply of goods. These are often caused 
by wars, droughts, and political instability. 

This problem with too few goods seems to be largely true 
in the case of post-COVID inflation of 2021-2022. Many of 
the drivers of that inflation came from disruption in the 
supply of key commodities, such as microchips for 
automobiles, due to the COVID lockdowns and disruptions. 
The Russian invasion of Ukraine in February of 2022 
further disrupted the supply of oil, gas, and food, since 
Ukraine and Russia are major food suppliers. Whatever the 


precise cause, a significant amount of the inflation was due 
to external factors. According to macroeconomist Servaas 
Storm, increased prices of imported products to the United 
States accounted for upwards of one-third of the increased 
inflation we were experiencing. ™* 

COVID also disrupted the supply of workers to the job 
market. Labor force participation remained far below the 
pre-COVID level for several years after the start of the 
pandemic due to health factors, disruptions in schooling 
and daycare, and for still unknown reasons. On top of 
these COVID impacts, political restrictions on immigration 
implemented by the Trump administration and continued to 
some extent under President Biden further limited the 
labor supply. 

The post-COVID pandemic inflation, caused by significant 
disruptions in the supply of key commodities, such as 
gasoline and food, among other goods, very negatively 
impacted poor and working-class people in the United 
States. These price increases acted like a big hike in sales 
taxes. Given that these are necessities, these goods 
represent a high percentage of the purchases of these 
groups. So, bringing down the cost of these necessities 
would certainly help poor and working-class people and 
families. But Fed policy is too blunt to impact only these 
prices. 

Workers attempted to protect the purchasing power of 
their wages from these inflationary pressures, but, for the 
most part, their wages lagged behind the increases in 


price. These defensive moves have only been partially 
successful and, in any case, cannot be blamed as the cause 
of inflation. 

In this context, big increases in interest rates by the 
Federal Reserve designed to reduce inflation by throwing 
workers out of their jobs is not only unlikely to work, but, 
to the extent that it does work, it will come at the expense 
of those being hardest hit by inflation. © 


Better Ways to Fight Inflation 


There are numerous other tools which are available to fight 
inflation that are mostly supply- and profit-driven. Most 
require lifting the exclusive responsibility for managing 
inflation off the shoulders of the Federal Reserve and 
adopting a coordinated response between the Federal 
Reserve and the government overall. A better response 
would be to identify the specific sectoral causes of inflation: 
is it labor shortages, energy cost spikes, supply chain 
problems, corporate price gouging, or child-care problems 
that are preventing people from taking jobs?™ Some of 
these problems will fade away on their own—for example, 
COVID supply problems that fix themselves. Other 
problems will require action, so tailor short-term and 
medium-term responses to them. Short-term price controls 
can be imposed on some strategically important products; 
excess profit taxes can be levied on products whose prices 
have risen significantly more than warranted—and these 


funds can be recycled back to consumers. Protecting the 
living standards of those particularly hard hit by these 
supply-side inflations are also an important job in fighting 
inflation. So temporarily subsidizing the neediest in these 
inflationary situations is, in fact, among the most direct 
ways to fight inflation. 

In the longer term, structural supply problems need to 
be addressed to prevent future supply-side inflationary 
episodes. For example, investing in affordable child care 
will not only promote the long-term supply of healthy and 
productive workers, but will help current parents 
participate fully in the labor force. 


Trying to Address the Inevitable Crisis: Climate Change 


Apart from the post-COVID inflation episode, there are 
other long-term inflation pressures that are sure to arise: 
human induced climate change is already causing 
droughts, fires, and supply disruptions in the United States 
and around the world. Unless something is done and done 
soon to address this problem, climate change will 
accelerate. Among the many problems that will follow in its 
wake will be inflation as the mother of all supply 
disruptions becomes endemic. 

The Fed has been taking baby steps to play a role in 
fighting climate change. It is still quite far behind other 
rich-country central banks, including the Bank of England 
and the European Central Bank. Opposition from the fossil 


fuel industry, the banks that invest in it, and the (mostly) 
Republican politicians that support it account for the Fed’s 
slow-motion moves on this crucial issue. The Fed only 
recently joined the Network for Greening the Financial 
System, an international network of central banks and 
supervisors exploring ways to build climate risk into bank 
management, supervision, and regulation. A broader focus 
on directly fighting climate change is needed. Some at the 
Fed realize that these issues should clearly be under its 
purview. & 

These issues, especially racial inequality and climate 
change, and how to address them, are highly controversial 
at the Fed. Already the Bankers’ Club has fired salvos at 
the Fed on these issues. Pat Toomey, Republican senator 
from Pennsylvania and a former top Republican member on 
the Senate Banking Committee, was relentless in his 
warnings that the Fed should not stray from its traditional 
Bankers’ Club roles. He and other top Republicans have 
been especially critical of the Fed’s modest initiatives to 
fight systemic racism and climate change. In a letter to Fed 
Chair Jerome Powell, Toomey wrote that he is “concerned 
that the Federal Reserve Board may be preparing to use 
financial regulation and _ supervision to _ further 
environmental policy objectives.” In his view, “that would 
be beyond the scope of the Federal Reserve’s mission. We 
urge you to refrain from taking any additional actions with 
respect to climate-related risks that would impose certain 
costs for uncertain benefit.”°% Toomey made _ similar 


remarks about the Fed’s modest forays into the area of 
racial equality. In 2023, Toomey left the Senate and walked 
through the revolving door, joining the board of a private 
equity firm, Apollo Global Management. © 


Financial Regulators and 
Their Lawyers 


“I don’t mean you any disrespect,” offered Republican 
senator John Neely Kennedy of Louisiana to Cornell law 
professor Saule Omarova, President Biden’s nominee for 
the Comptroller of the Currency at her Senate confirmation 
hearing. “But I don’t know whether to call you ‘Professor,’ 
or ‘Comrade.’” 

The question, met by audible gasps from attendees, 
followed a long line of questions from Kennedy attempting 
to tie Professor Omarova to the Communist past of her 
native home of Kazakhstan, a part of the ex-Soviet Union. 
For someone who had moved to the United States soon 
after college, worked on Wall Street, before becoming a 
university professor, and who had many family members 
annihilated by Stalin, this accusation must have been a 
shock. But highly composed, Omarova could only respond, 


“Senator, I’m not a communist. I do not subscribe to that 
ideology. I could not choose where I was born.”+ Several 
days later, Omarova was forced to withdraw her nomination 
when all the Republicans on the Senate Banking Committee 
were joined by two of the Democratic members and several 
other Democrats to oppose her confirmation. ? 

Omarova was not the only top Biden financial regulator 
nominee to be blocked with innuendo and invective by 
Republican senators, with a bit of help from some 
Democrats. Three months after Omarova’s defeat, a similar 
fate befell Sarah Bloom Raskin, who was nominated by 
President Biden to be the Federal Reserve’s vice chair for 
financial regulation, the top financial stability regulatory 
position established by the Dodd-Frank Act. Raskin, who 
had previously served as a member of the Federal Reserve 
Board, having then been approved unanimously by the 
Senate committee, had also been a high-ranking official in 
President Obama’s Treasury Department. This time, the 
initial attack was that Raskin had failed to disclose in a 
timely manner a sale of stock she owned in a fintech 
company. This failure was largely due to _ tragic 
circumstances: her son had committed suicide soon after 
the sale, so instead of the forty-five-day reporting limit, it 
had taken her and her husband, Democratic congressman 
Jamie Raskin, eight months to report it. When this blocking 
tactic didn’t work, Republican senators accused her of 
trying to get favorable regulatory treatment from her 
former colleagues at the Kansas City Federal Reserve for a 


trust company on whose board she sat. Even though this 
claim had no basis in fact, the Republicans on the Senate 
Banking Committee used it as an excuse to boycott the 
Senate committee hearings, threatening the nominations of 
Biden’s three other appointments to the Fed, including 
Jerome Powell, the Fed chair who was up _ for 
reappointment. When Joe Manchin, Democrat of West 
Virginia, announced he also would not vote for Raskin, her 
position was lost. She too withdrew. 2 

These attacks demonstrate the great importance that 
bankers attach to controlling the financial regulatory 
agencies. They also demonstrate the enormous impact of 
the money spigot on financial regulation. Dark money 
groups that finance campaigns against appointees and put 
pressure daily on these agencies severely tilt the scale, 
likely impacting the personnel and policies of these 
agencies. For example, journalist Jane Mayer has 
documented the enormous sums of money spent by right- 
wing groups such as the American Accountability 
Foundation to dig up information that can be distorted and 
then serve as fodder for opponents such as Senator 
Kennedy. +4 

Both Omarova’s and Raskin’s experiences signal the 
important relationship between lawyers, the law, and the 
Bankers’ Club. Omarova and Raskin are highly trained and 
successful lawyers who have a strong reform orientation 
toward the financial industry, making them threatening to 
the Bankers’ Club. On the other hand, the law profession in 


general has been among the most important enablers of 
finance, and many are key members of the Bankers’ Club.2 
The financial regulatory agencies are a key terrain on 
which lawyers and politicians fight these financial battles, 
though it is rarely a level one. 


THE FINANCIAL REGULATORY AGENCIES: THE REVOLVING 
DOOR THROUGH A COMPLEX MAZE 


“The U.S. financial regulatory structure is complex with 
responsibilities fragmented among multiple agencies that 
have overlapping authorities.”® So concludes a dry but 
insightful report from _ the _ official Government 
Accountability Office. A single picture makes this muddle 
clear (figure 12). It illustrates a maze of overlap and 
complexity that is, indeed, byzantine. The question is, why 
does it look like this? 

Well-known economist Jacob Viner gave one explanation: 
“(America’s fragmented financial system] has deep roots in 
our history, our regional diversities, and local loyalties. Its 
persistence is due to ... state jealousy ... agrarian and 
small-town jealousy of the metropolitan areas, and from the 
nation-wide fear of undue concentration of financial power 
... [on] Wall Street.”2 This fragmentation of the regulatory 
structure, then, simply mirrors the fragmentation of the 
financial system itself. 

While partially true, the story is more complex. This 
byzantine maze also is due to bureaucratic infighting and 


the regulatory agencies’ drive for size, power, and 
authority. The Dodd-Frank negotiations show how it is hard 
to “kill off” a regulatory agency, no matter how 
incompetent or corrupt. 2 

But the most important explanation for this regulatory 
complexity is simply that the bankers like it that way. 
Fragmentation and overlap have numerous benefits for 
finance, including: 


¢ Falling through the cracks: When many are responsible 
no one is responsible; 


¢ Too many cooks spoil the broth: Banks can set 
regulators off against each other, and claim that they 
are not subject to their authority because they are 
really subject to someone else’s; 


Regulatory shopping (arbitrage): Financial firms have 
numerous regulators they can choose from. They shop 
for the most lenient and set off a competition among 
the regulators in a kind of race to the bottom to attract 
more firms they can regulate. 
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Figure 12. US Financial Regulatory Structure, 2016. Source: 
Government Accounting Office (GAO), February 2016. GAO-16- 
L7D: 


Alan Greenspan, rather than denying the opportunities for 
regulatory arbitrage inherent in the system, applauded it. 
“The current structure provides banks with a method... of 
shifting their regulator, an effective test that provides a 
limit on the arbitrary position or excessively rigid posture 
of any one regulator ... The pressure of a potential loss of 
institutions has inhibited excessive regulation and acted as 
a countervailing force to the bias of a regulatory agency to 
overregulate.” 2 

These three factors—financial fragmentation, 
bureaucratic infighting, and bankers’ preferences— 
combine to make the financial regulatory agencies 
powerful players for the Bankers’ Club. The bankers can 
use standard revolving-door tactics and financial incentives 
to get what they want from the agencies, and, in addition, 


they can threaten to move from one agency to another if 
they don’t get what they demand. 


LAWYERS AND THE MAKING OF ROARING BANKING: THE 
CASE OF DERIVATIVES REGULATION 


Central to playing and winning this regulatory arbitrage 
game are the lawyers. Lawyers develop the _ legal 
justifications for why this financial firm or financial product 
should be regulated in this way or that, by this agency or 
that agency, or preferably, not regulated at all. These 
lawyers serve as what Ronald J. Gilson calls “transaction 
cost engineers.”+2 Since similar financial products might 
receive different regulatory treatment depending on how 
they are structured, these lawyers try to find the form that 
minimizes the banks’ regulatory burden, such as 
minimizing capital requirements, or tax treatments, while 
allowing the product to perform the desired function. A 
classic example of this engineering is how they developed 
the justification for calling credit default swaps (CDS) a 
“swap,” a type of derivative, even though it is mostly a type 
of insurance. They named it a “swap” to avoid regulation by 
the New York State Insurance regulator, which bankers 
feared would be more stringent than the Commodities 
Futures Trading Commission which regulates swaps and 
other derivatives. + 

As discussed in chapter 3, one of the most important and 
ultimately dangerous roads to roaring banking was the rise 


of derivatives and the costly marriage of derivatives and 
banking.“ The Commodities Futures Modernization Act of 
2000 was the crowning achievement of the “derivative 
banking” movement, which made it legal for mega banks to 
create, use, and sell derivatives with little to no regulation. 
Many years of clever lawyering prior to 2000 were required 
to not only pave the way for dangerous derivative use by 
banks, but more generally for broadening the powers of big 
banks, thereby tying their fortunes to increasingly 
lucrative, speculative financial markets. These enhanced 
banking powers were primarily “the product of policy 
choices and decisions by regulatory agencies, decisions 
that often escaped public scrutiny, because they were made 
in the subterranean world of administrative action invisible 
to the public, through agency interpretation and policy 
guidance.” +2 

To tell this story we first need a definition: Derivatives 
are financial instruments whose value is derived “from the 
value of another asset, the underlying or reference asset.” “ 
These financial products can be tools for reducing and 
managing risk, but they can also become instruments for 
speculation and gambling, taking on excessive risk or 
shifting risk in often obscure and even fraudulent ways to 
others. 

For the bankers, the obstacle to overcome to allow them 
to freely trade in derivatives were US laws and regulations, 
starting with the National Bank Act of 1863, which “impose 
strict limitations on commercial banks’ business activities 


and investments in the name of preserving their safety and 
soundness. Under the U.S. regulatory scheme, commercial 
banks may conduct only activities authorized by their 
chartering statutes which generally do not expressly 
authorize derivatives trading and dealing.” * 

Lawyers helped the bankers avoid these restrictions in a 
step-by-step war of attrition with the regulators, as they 
tried to move further and further down a slippery slope of 
financial deregulation during the 1980s and 1990s. One of 
the best renditions of this tale has been told by law 
professor Saule Omarova in a 2009 article entitled “The 
Quiet Metamorphosis: How Derivatives Changed the 
Business of Banking.” +® 

As Omarova shows in painstaking detail, the Office of the 
Comptroller of the Currency (OCC), the primary regulator 
of federally chartered US banks, reinterpreted this 
founding legislation so as to allow banks to deal in complex 
and risky financial derivatives. Even more important, the 
impact of a series of OCC decisions starting in the 1980s 
and going through the 2000s were used as a wedge by the 
banks to “undermine the integrity and efficacy of the entire 
US system of bank regulation.”*4 Omarova shows how, 
“through a seemingly routine and often non-transparent 
administrative actions, the OCC effectively enabled large 
U.S. commercial banks to transform themselves from the 
traditionally conservative deposit-taking and _ lending 
institutions, whose safety and soundness were guarded 
through statutory and regulatory restrictions on potentially 


risky activities, into a new breed of financial ‘super- 
intermediaries,’ or wholesale dealers in pure financial 
risk,” 2 

During the 1980s and on through the 2000s, major banks 
and their lawyers pushed the OCC to reinterpret the 
National Bank Act of 1863 to not only allow banks to trade 
derivatives, but to engage in broad areas of commercial 
activities, including commodities trading. In this way, using 
ideas connected to derivatives and trading in risk, through 
a slow, incremental accumulation of slippery slope 
interpretations by the OCC, they basically destroyed 
decades of carefully crafted restrictions on the ability of 
commercial banks to take on enormous risks and engage in 
destructive speculation, underwritten by US taxpayers. 

Chief counsel of the OCC, Julie L. Williams, was 
particularly instrumental in developing legal approaches 
which led to a highly “elastic” interpretation of the law and 
ultimately allowed the roaring banks to engage in a broad 
range of activities, many of them lucrative but costly to the 
rest of the US economy. Williams coauthored an article with 
another OCC staff member, Mark Jacobsen, setting forth 
the test for what constituted the “business of banking.” 
These criteria and decisions were followed in a 
bootstrapping process: The Williams/Jacobsen proposed 
test for determining whether the activity should be allowed 
was to see if the activity was “(i) functionally equivalent to, 
or a logical outgrowth of, recognized bank functions; (ii) 
[would] benefit bank customers or are ... convenient or 


useful to banks; and (iii) present risks of a type similar to 
those already assumed by banks.”+2 A moment’s reflection 
makes it clear that these are bootstrapping, camel’s nose 
under the tent, slippery slope criteria, especially for 
activities that are precisely designed to mostly mimic other 
activities. One of the key points of derivatives is to mimic 
the risks of other activities in order to get around 
regulations or other costs or restrictions. Derivatives are 
ideally designed for this slippery slope set of criteria 
established by Williams and colleagues: they appear to be 
“functionally equivalent” to allowed banking activities and 
appear to “present risks of a type similar to those already 
assumed by banks”—except for when they don’t. 

But often these derivatives involve hidden risks— 
frequently in the form of leverage or interconnections to 
others which involve counterparty risks—that is, risks from 
the entity on the other side of the trade. These risks 
thereby become much more complex, so they are harder to 
understand. In over-the-counter derivatives—that is, 
derivatives that are not sold on an exchange, but between 
two parties—there are no markets, so it is hard to price 
these risks and even harder to sell off the securities in a 
panic. 

Over time, the banks, their lawyers, and supportive OCC 
staff used derivative arguments to expand the concept 
contained in the original 1863 statute of the “business of 
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banking,” making it so elastic that it lost all meaning as a 


regulatory tool. According to Omarova, this “empowered 


the largest US commercial banks to emerge, in the last 
twenty-plus years, as a new breed of financial super- 
intermediary—a wholesale dealer in financial risk, 
conducting a wide variety of capital markets and 
derivatives activities, trading physical commodities, and 
even marketing electricity.”22 The key doctrine that the 
OCC eventually developed was that the business of banking 
involved “unlimited financial intermediation,” a virtually 
regulation-free zone. OCC lawyers and regulators relied 
heavily on economists and their theories of perfect financial 
markets and the ability to price and offset financial risk. 
Unfortunately, this theory was wrong. 

After these rulings and the slippery slope sophistic 
arguments that underly them were hatched, there was 
virtually no stopping point in what the OCC would allow. A 
fundamental and very costly flaw in the approach followed 
by the OCC is the failure to assess the systemic risks that 
arise from the banks engaging in these permitted activities. 
The OCC, on a piecemeal basis, added risk upon risk, 
without realizing that these risks they were allowing banks 
to take on would become interconnected and pyramiding. 
Thus there is a massive fallacy of composition here: the 
total risk created in the system is massively larger than the 
sum of the parts. The OCC was issuing rulings expanding 
the banks’ permitted activities, including credit default 
swaps, right up into 2007, the year the unraveling of the 
financial system was becoming apparent.*+ A key argument 
the OCC made repeatedly is that these activities were 


permissible because they would add to the profitability and 
competitiveness of the bank. Such a rationale only works as 
a criterion for public financial regulation if you believe that 
private profit and private competitiveness are equivalent to 
public value, a dubious proposition that virtually everyone, 
outside the Bankers’ Club, now understands. 74 

In making these rulings, the OCC proved itself to be 
among the most valued members of the Bankers’ Club. It 
should come as no surprise that the Bankers’ Club is still 
trying to closely guard whom they will allow to become the 
OCC’s head, and found Saule Omarova unfit. 


Too Big to Jail 


Lawyers play a_erole beyond “transactions cost 
engineering.” They also help wayward bankers avoid jail. 
They do this as defense attorneys, but also as legal officials 
in our top law enforcement agencies. After the Great 
Financial Crisis, no major banker was jailed despite the 
widespread frauds revealed by the event. 22 On the contrary, 
as Better Markets shows, the six largest US banks received 
over $8 trillion in government support (“bailouts”) in the 
wake of the crisis. * 

To be sure, these banks and others do get prosecuted 
and fined by the Justice Department for violations of 
various laws and rules. Better Markets reports that since 
the crisis more than 350 legal actions have been brought 
against these banks, resulting in $200 billion in fines and 


settlements, just a fraction, of course, of the massive 
government subsidies. Yet no one with any authority has 
gone to jail. 

In her brilliant book Big Dirty Money, legal scholar 
Jennifer Taub explores the reasons why. She notes that 
regulatory agencies such as the Consumer Financial 
Protection Bureau, the SEC, and the OCC can only engage 
in civil enforcement, not criminal prosecution. Ultimately it 
is up to the Justice Department to press charges for 
criminal law violations.22 But when it comes to criminal 
prosecutions of the mega banks, the Justice Department 
tends to blink. © 

Eric Holder, attorney general in the Obama 
administration, admitted as much in 2013. In testimony to 
the Senate Banking Committee, under questioning from 
Republican senator Charles Grassley, Holder testified: he 
was “concerned that the size of some of these institutions 
becomes so large that it does become difficult to prosecute 
them ... if we do prosecute [them], if we do bring a 
criminal charge, it will have a negative impact on the 
national economy, perhaps even the world economy.” 72 

Taub emphasizes that the ability of white-collar criminals 
to get laxer treatment by the prosecutors and the courts 
goes way beyond the banks. She argues, “Extreme wealth 
is criminogenic, and members of the upper classes provide 
one another with a kind of mutually assured immunity ... 
Prosecutors ... have insufficient incentives to pursue 
complex and time-consuming cases against ‘respectable’ 


high-status individuals and business entities. And the tools 
they have to detect and punish offenders have been dulled 
by the courts.” 22 


THE FED: REGULATOR IN CHIEF FOR THE BANKERS’ CLUB 


Monetary policy is a highly contested terrain because of its 
obvious and huge impacts on output, inflation, and 
employment. As a result, although finance is always a big 
presence in monetary policy decisions, the ability of finance 
to dominate monetary policy is far from absolute. Financial 
regulation, the second main area of Federal Reserve 
responsibility, is quite a different story. Much more 
technical and arcane, with hidden and usually longer-term 
impacts, the contest over financial regulation mainly 
involves fights among segments of the financial industry 
who are competing for market share, entry into new lines 
of business, and bigger profits. Offering favors to bankers, 
often in the shadows, provides a relatively easy way for the 
Federal Reserve as an institution to garner political support 
when it needs help in political showdowns with Congress or 
the president while also greasing the revolving door for 
Federal Reserve officials and staff who are seeking 
lucrative employment on the other side of public service. 


The Federal Reserve Helped the Banks Dismantle the 
Regulatory Regime 


As Arthur Wilmarth Jr., among others, has shown, in the 
postwar period and especially under chair Alan Greenspan, 
the Federal Reserve helped the large Wall Street banks 
erode and then dismantle New Deal regulatory rules, 
including the Glass-Steagall Act’s restrictions on affiliations 
between commercial banks and other types of financial 
firms such as broker dealers and insurance companies. #2 
Compounding the deregulation laws that Greenspan and 
the Clinton administration promoted was _ the _ lax 
enforcement of the regulatory rules that remained on the 
books. We know in detail about this from a _ report 
commissioned by the New York Federal Reserve Bank, the 
key Fed regulator of bank holding companies, in the wake 
of the Great Financial Crisis. William Dudley, president of 
the Federal Reserve Bank of New York (NYFed) during the 
crisis, commissioned a secret report by an outsider, David 
Beim, a finance professor at Columbia University.=° Beim 
was given access to personnel and records at the NYFed 
and was tasked with uncovering what went wrong with the 
Fed’s precrisis oversight and what should be done about it. 
The Beim Report, in turn, got significant attention because 
of its uncanny connection to a major scandal at the New 
York Fed in 2012 when Carmen Segarra, a newly hired 
bank examiner, was fired for, in her words, “being too 
tough on Goldman Sachs.” She had taped more than forty- 
six hours of her interactions at the New York Fed and 
Goldman Sachs to bolster her claims. These tapes were 
revealed by Jake Bernstein, a journalist at ProPublica, and 


were heard on the radio in an episode of NPR’s This 
American Life.** 

Beim interviewed about two dozen employees at the Fed 
involved in supervision of the big banks. Beim divided the 
report, based on the interviews, into four sections: 
“Assumptions, Approaches, Culture, and Practices.” 

Beim reports that “some basic assumptions” of the 
NYFed Supervision scheme “are wrong.” Interviewees said 
that the NYFed’s view was as follows: 


1. “Banks can be relied upon to provide rigorous risk 
controls.” Beim notes that, in reality, banks’ internal 
risk management and control functions were often 
ineffective in the run-up to the crisis and were usually 
trumped by pressures within the banks to do profitable 
business. 


2. “Markets will always self-correct.” Beim remarks, “A 
deference to the self-correcting property of markets 
inhibited supervisors from imposing prescriptive views 
on banks.” The NYFed and most of its supervisors 
deferred to the market and the banks themselves, 
letting themselves off the hook for real supervision. 


But how did this vision get transmitted and enforced from 
the top all the way through the Fed down to the frontline 
bank supervisors? Beim discovered the mechanisms: top- 
down military style hierarchy complete with fear-based 
discipline and bottom-up revolving-door incentives. On the 


first, Beim writes: “There is excessive risk aversion. Many 
people are fearful of making a mistake or speaking up in 
contradiction [of] others, especially superiors.” 

In terms of the bottom-up career incentives, Beim 
repeatedly mentioned a “culture of deference” to the mega 
banks. And in one footnote, Beim quotes a new bank 
Supervisor who reported his experience at the NYFed: 
“Within three weeks on the job, I saw the capture set in.” 
The NYFed authorities were not happy about this quote, 
even though the document was supposed to. stay 
confidential. Beim reports that they tried to get him to 
remove this quote, but Beim refused. =4 

In the section on how to reform the NYFed’s operations 
to try to prevent such a colossal failure in the future, Beim 
recommended, among other suggestions, hiring bank 
supervisors who would speak their minds and think outside 
the box. 

After the crisis, the Dodd-Frank reforms handed even 
more supervisory authority to the Fed, and particularly to 
the NYFed. NYFed President Dudley and the NYFed hired a 
new group of bank supervisors. Carmen Segarra, a lawyer 
with experience working as a compliance officer in several 
Wall Street banks, was hired as one of this new breed of 
supervisors who would be more active in searching for 
problems. She was assigned to Goldman Sachs, and was 
actually embedded at Goldman Sachs headquarters, as 
were other New York Fed supervisors at their respective 


banks. She attended many meetings with New York Fed 
colleagues and Goldman Sachs staff and officials. 

From the beginning she witnessed the same kinds of 
behavior flagged in the Beim report: Fed employees who 
met with Goldman Sachs officials would defer to the 
Goldman staffers; if one of the Goldman people said 
something that possibly revealed a problem, the other Fed 
members of the team would tend to either ignore it or 
downplay it. After one meeting, Segarra, a newbie, heard a 
particularly egregious statement from a Goldman employee 
and after the meeting turned to a colleague and said how 
surprised she was to hear that, and the regulator replied, 
“You didn’t hear that.” She was getting asked by Fed 
higher-ups to alter minutes to downplay possible Goldman 
problems. 22 

Being a lawyer herself and in consultation with lawyer 
friends, Segarra decided to secretly tape these meetings 
and interactions. The revelations in these tapes make clear 
that the problems Beim identified—top-down control, 
deference, and capture—were still the order of the day and, 
perhaps, were getting worse. Similar issues were identified 
in the tapes at other mega banks, including Jamie Dimon’s 
JP Morgan Chase. 4 

Far from being rewarded for calling out possible 
problems at Goldman, Segarra was summarily fired after 
just seven months on the job. The straw that broke the back 
for her supervisors at the Fed was when, in the wake of a 
conflict-of-interest scandal at Goldman, she was asked to 


look into whether Goldman had a comprehensive “Conflict 
of Interest Policy” as was required by the Fed for all the 
banks it regulated. Segarra, an expert on compliance at 
Wall Street banks, reported that they had no such policy. 
Her supervisors insisted that Goldman had a policy—if an 
imperfect one—but in Segarra’s view the _ accurate 
determination was they did not have one that even came 
close to the criteria required by the Federal Reserve. When 
she refused to toe the line, she was fired. It’s all in the 
tapes. 22 

The revelations in the tapes prompted a Senate hearing 
into the matter, but the issue soon faded from view, as both 
Republicans and the Obama administration preferred that 
the financial crisis and its aftermath vanish in the rearview 
mirror. But it did not vanish at all. In the spring of 2023, 
Silicon Valley Bank (SVB) collapsed. A postmortem by the 
Fed identified quite similar lapses in supervision by the San 
Francisco Federal Reserve Bank, which was tasked with 
supervising SVB. 2 

Meanwhile, the Fed has remained the dominant big bank 
regulator in the United States and, simultaneously, chair of 
the Bankers’ Club. 


Dodd-Frank and Beyond 


Not only did the Fed fail to stop the risky practices that led 
to the crisis, it did its best to make sure that the 
regulations put in place after the crash would not 


fundamentally alter the underlying structure of banking 
and the financial system. The Fed’s goal was to stabilize the 
system, not to change it, even though fundamental 
restructuring was what was required. This perspective 
meant the Fed dragged its feet on finalizing Dodd-Frank 
rules, such as the Volcker Rule, which intended to strictly 
limit “proprietary trading”’—bank trading for its own 
account—by the mega banks. Tim Geithner and _ his 
successors at the Federal Reserve were never enthusiastic 
about the rule and dragged the Fed’s feet on finalizing it. 
And when the intense focus on the financial crisis had 
passed, with the election of Donald Trump and the 
appointment of more right-wing members of the Fed, 
including Jerome Powell as chair and Randall Quarles as 
vice chair in charge of financial regulation, the Fed had its 
opportunity to drastically curtail the power of the Volcker 
Rule further, while weakening other Dodd-Frank reforms 
even further.-? Jerome Powell’s implicit if not explicit 
support of the postcrisis weakening of the Dodd-Frank 
financial regulation rules became a contentious issue in the 
fight over his renomination by President Biden as Fed chair 
in late 2021. And this weakening of rules was widely cited 
as contributing to the bank failures and bailouts of 2023. 


The Federal Reserve and the Revolving Door 


The Fed’s dependence on the banks to transmit monetary 
policy and the desire for political support to maintain 


independence from the government are, perhaps, the 
strongest determinants of Federal Reserve policy. But there 
are other forces of great importance that tilt the Fed 
toward finance: “cognitive capture,” the tendency after 
months or years of close interaction with the bankers 
Shapes Fed officials’ perceptions of the world and their 
place in it; the revolving door, which, as at other financial 
regulatory agencies, is alive and very well at the Fed; and 
perhaps, the most pernicious of all, “class capture”—the 
magnetic attraction of being able to live in a material style 
and with the deference, if not respect, to which the bankers 
you interact with have become so accustomed. It is this 
class capture that makes the revolving door so powerful, 
and so problematic. 

Take the New York Federal Reserve, the premier regional 
Fed Bank that occupies the key role in the financial 
regulation of the mega banks. The New York Fed is not only 
a center of financial regulation, but it is also a center for 
capture. With very few exceptions, every president of the 
Federal Reserve Bank of New York has been a banker, 
either before or after their tenure at the Fed, or both. 
Timothy Geithner was not a private banker prior to joining 
the Fed, but was a protégé of Goldman Sachs and Citicorp 
executive Robert Rubin. After being president of the New 
York Fed and serving as President Obama’s secretary of the 
treasury, Geithner became president of a major private 
equity/asset management firm, Warburg Pincus.*2 William 
Dudley was chief economist at Goldman Sachs prior to 


joining the New York Fed in 2007, having been recruited by 
Geithner; in 2009, Dudley was chosen to become president 
of the New York Fed by the head of the New York Fed’s 
board of directors, Stephen Friedman, who was, at the 
time, president of Goldman Sachs. Friedman, in turn, 
abruptly stepped down from the New York Fed board after 
it emerged that he was actively trading Goldman Sachs 
stock while he had inside knowledge of bailout negotiations 
taking place at the height of the financial crisis. ** 

A Federal Reserve stock-trading scandal, in which 
several Federal Reserve Bank presidents and even Jerome 
Powell, chair of the Fed, were accused of using inside 
information to trade shares of their personal financial 
portfolios, has further raised eyebrows about financial 
motives driving Federal Reserve officials’ decisions. “ 

The revolving door not only turns at the top echelons of 
the New York Fed, but at the Fed broadly and at many 
levels. This issue became of such public concern that the 
Fed published a study by some of its economists that tried 
to downplay the problematic implications of this dynamic. 
But in the process, the authors of the study, David Lucca 
and colleagues, demonstrate that there are very large flows 
of personnel between banking regulatory agencies and the 
banks.** From the run-up to the Great Financial Crisis and 
through the end of their sample in 2013, approximately 5 
percent to 7.5 percent of the employees at regulatory 
agencies move from the regulators to private sector 
finance, and approximately the same flow from the private 


sector to the regulators.*. Moreover, these flows are higher 
in both directions during periods of intense regulatory 
activity. 


The Experience and Technical Knowledge Justification for 
the Revolving Door 


The evidence for the existence of the revolving door is now 
so strong as to be beyond dispute. So the “door’s” 
defenders have offered a full-throated defense of the 
practice: Stanley Fischer, a well-known former MIT 
economist, chief economist at the World Bank, and the 
former governor of Israel’s central bank, was appointed by 
President Obama to be the vice chair of the Federal 
Reserve, where he served from 2014 to 2017. Prior to 
joining the Fed, Fischer spent three years working at 
Citibank on Wall Street, where he “amassed a small 
fortune. When he made financial disclosures required of his 
nomination to the Fed’s board in 2014, Fischer revealed he 
has as much as $56.3 million in assets.” *® In fact, he was a 
top official there between February 2002 and April 2005, 
when Citibank was involved in many of the practices that 
led to the financial crisis and prompted a massive taxpayer- 
funded bailout of Citi. 

All this led to an awkward moment during a CNBC 
interview with Federal Reserve Vice Chair Fischer when 
the topic of efforts to roll back financial reforms came up. 
The interviewer asked Fischer if he thought that it was 


appropriate that bankers and ex-bankers were involved in 
re-writing the Dodd-Frank regulations. Fischer replied, 
“Well, look: The people who know about the banking 
system tend to be bankers and some academics. You need 
experts. I know there’s a fashion that experts are out of 
style, but you need them. And that’s where you’re going to 
find [them]. So that’s alright, as long as they bear in 
mind... what is needed for a strong financial system.’” #4 

Stanley Fischer is not alone in using the “need for 
expertise” to try to justify the regulatory roles of bankers in 
central banks and other regulatory authorities. And, in fact, 
the need for expertise in the complex world of monetary 
policy and financial regulation is undeniable. 

But as the Beim report on the New York Fed and the 
Carmen Segarra episode make clear, regulatory agencies 
must want to use the expertise that former bankers have to 
actually supervise and regulate the banks, and the experts 
must want to enforce regulations and supervise, rather 
than pad their CVs as aspiring bankers. Without this, the 
“takes one to be one” justification for banking expertise 
rings hollow.“ And as the confirmation hearings for Saule 
Omarova and Sarah Bloom Raskin show, there are plenty of 
reformers out there with expertise, but expertise is not 
enough to get them past the Bankers’ Club confirmation 
process. 


THE FIGHT OVER CRYPTO 


The most recent, heated, and potentially dangerous 
financial regulatory fight is about crypto and blockchain. A 
clear sign that the crypto industry is highly engaged is 
their vast expenditure of money to lobby Congress and the 
regulatory agencies for  crypto-friendly laws and 
regulation.** According to an article in Bloomberg, “Crypto 
executives are now pouring more money into US politics 
than many of America’s industrial stalwarts.” Political 
donations went up fiftyfold between 2020 and 2021 to $26 
million, surpassing Big Pharma and defense companies, 
according to official data.22 This lobbying push has been 
accompanied by expensive and high-profile spending to win 
public support for crypto and to excite more crypties.=2+ 
According to Businessweek, crypto companies are spending 
$2.4 billion on sports sponsorships, moving aggressively to 
“match the marketing muscle of carmakers, beer brands 
and other big money advertisers.” 24 As in the run-up to the 
Great Financial Crisis when newspapers and cable TV 
happily ran Pollyannaish stories of the inevitable rise of 
housing prices while scarfing down ads from mortgage 
brokers, these days the advertising companies and media 
outlets are happy to have this new crypto source of 
revenue. Says Bloomberg, nothing has ever come close to 
the recent flood—even the dot-com explosion of the early 
2000s. “There’s this avalanche of dollars that’s falling out 
of the sky,” says Peter Laatx, global managing director of 
sponsorship research IEG.22 The National Basketball 
Association is at the forefront of trying to capitalize on 


crypto. The most spectacular example was when the Los 
Angeles Lakers and Clippers agreed to pay $700 million 
over twenty years for the rights to change the arena’s 
name from the Staples Center to the “Crypto.com Arena.” 
The deal was struck soon after Bitcoin reached a high of 
$68,000. By the time the ink was dry, Bitcoin had dropped 
in value by 70 percent, along with most other crypto 
products. In this so-called crypto winter, more than $2 
trillion in asset values were wiped out. Some crypto 
companies collapsed, including FTX, Three Arrows Capital, 
and Voyager Capital.2* But the sports marketers have not 
given up, nor have the lobbyists. They are betting that 
“spring” will come soon. 

Interestingly, the crypto winter has created very little 
havoc in the core banking and financial system, unlike the 
Great Financial Crisis or the COVID meltdown of March 
2020. One of the reasons is that regulatory guardrails put 
into place in 2008 seem to have limited the ability of core 
banking to get involved in the industry.22 “When the crypto 
market was rollicking, Wall Street banks sought ways to 
participate, but regulators wouldn’t allow it.”2° US 
regulators, including the OCC under acting director 
Michael Hsu, told banks in 2021 that “they would need to 
receive approval from their regulators before diving into 
crypto activity.”°4 This guidance contradicted that put 
forward by Trump-appointed comptroller Brian Brooks, 
which gave banks regulatory cover to explore many 
different types of crypto activities.22 The Trump guidance 


had been put into interpretive letters written by the OCC’s 
chief counsel, lawyer Jonathan Gould. 

With Biden’s administration, the OCC and_ other 
regulators warned banks to stay away from activities that 
would put cryptocurrencies on their balance sheets. “That 
meant no loans collateralized by Bitcoin or other digital 
tokens; no market making services where banks took on 
the risk of ensuring that a particular market remained 
liquid enough for trading; and no prime brokerage services, 
where banks help the trading of hedge funds and other 
large investors, which also involves taking on risk for every 
trade.”°2 Republican member of the Senate Banking 
Committee Pat Toomey, for his part, “decried the FDIC for 
creating a ‘choke-point-esque’ crackdown on banks and 
crypto.” 

Banks and crypto lobbyists want to change all that. The 
lobbying and pressure campaigns are directed to Congress 
and the regulatory agencies and even the states. If past 
episodes are any guide, the White House and Treasury 
Department are in the mix as well. 

Early in his administration, President Biden signed an 
executive order outlining a federal digital assets strategy 
that is designed to protect investors and foster innovation. 
Treasury Secretary Janet Yellen reiterated that “our 
regulatory frameworks should be designed to support 
responsible innovation while managing risks and especially 
those that could disrupt the financial system and the 
economy.” & 


Many in the crypto industry, and those wanting to join, 
especially some banks, want the federal government to step 
in and lay out a regulatory framework, one they can thrive 
in, as a headline in the American Banker makes clear: 
“Banking Groups Plead with Biden Administration for 
Bigger Crypto Role.” Brooke Ybarra, head of the American 
Bankers Associations Office of Innovation, claims “the 
combination of... inaction ... to bring into the regulatory 
perimeter non-bank crypto companies, and limitations on 
... the banks’ ability to engage responsibly in the digital 
asset market—creates an environment that makes it nearly 
impossible for responsible financial innovation to occur... 
causing it to remain a Wild West.” 

Not only do the banks fear unregulated competition from 
nonbank institutions—the same fear that drove them to 
fight for the destruction of Glass-Steagall in the 1990s—but 
they also worry that the “wrong” financial regulators will 
get authority over their crypto activity. The fight is between 
regulation by the SEC and Commodities Futures and 
Trading Commission (CFTC). The banks and _ crypto 
companies prefer the CFTC. The SEC is headed by Gary 
Gensler, an expert on crypto who is known to be skeptical 
of many crypto products, though he is open to some of the 
purported benefits of blockchain and crypto. “The asset 
class is rife with fraud, scams and abuse in certain 
applications. There’s a great deal of hype and spin about 
how crypto assets work. In many cases, investors aren’t 
able to get rigorous, balanced and complete information. If 


we don’t address these issues, I worry a lot of people will 
be hurt.” “The [crypto] exchanges are coming to a 
conclusion that the last thing they want is to be regulated 
by the SEC,” said one expert.®* Economist Robert Kuttner 
asks, “Will Congress let crypto pick its regulator?” Once 
again, it is not expertise that the Bankers’ Club craves. It is 
expertise with the right “motivation.” 

Many banks and some crypto companies are supporting 
legislation put forward by Senator Kirsten Gillibrand of 
New York to create bank-friendly regulations for crypto 
banking. Her bill, The Responsible Financial Innovation 
Act, cosponsored by Cynthia Lummis, a Wyoming 
Republican, would give a big role to the CFTC, among other 
things.© The bill would create several tax loopholes and 
expand the definition of commodities to including nearly all 
digital assets, taking regulatory jurisdiction away from the 
stronger SEC and giving it to the weaker CFTC. © 

A somewhat more moderate bill sponsored by Democrat 
Debbie Stabenow of Michigan and John Boozman, 
Republican of Arkansas, called the Digital Commodities 
Consumer Protection Act, would give the CFTC jurisdiction 
over currency such as Bitcoin and Ethereum, while leaving 
the SEC with general oversight of much of the rest of the 
industry. But, notes Kuttner, “Under the guise of clarifying 
jurisdiction, the bill sets up conflicts down the road, as 
crypto players would forum-shop for the weaker regulator 
and create forms of crypto designed to end-run the SEC.” 
Meanwhile, Rostin Behnam, commissioner of the CFTC, has 


been openly supporting the CFTC power grab promoted by 
the crypto industry. & 

The Americans for Financial Reform and other critics 
oppose these bills. “With cryptocurrencies cratering or 
collapsing entirely and an industry using an unproven 
technology, Congress should encourage regulators to use 
the tools they have to protect investors and consumers,” 
said Mark Hays, senior policy analyst for Americans for 
Financial Reform (AFR). “Instead, too many lawmakers are 
rushing to introduce legislation that, in the name of 
fostering innovation, could legitimize bad actors and bad 
practices. Just because an industry that pumps millions into 
the political process claims it is innovative does not mean it 
deserves its own special rulebook.” © 

Many experts support the AFR’s position. A stunning 
letter signed by fifteen hundred technology experts reads, 
in part, as follows: 


Dear U.S. Congressional Leadership, Committee Chairs and Ranking 
Members: 

We are 1500 computer scientists, software engineers, and technologists 
who have spent decades working in these fields producing innovative and 
effective products for a variety of applications in the fields of database 
technology, open-source software, cryptography, and financial technology 
applications ... Today, we write to you urging you to take a critical, 
skeptical approach toward industry claims that crypto-assets (sometimes 
called cryptocurrencies, crypto tokens, or web3) are an innovative 
technology that is unreservedly good. We urge you to resist pressure from 
digital asset industry financiers, lobbyists, and boosters to create a 
regulatory safe-haven for these risky, flawed, and unproven digital 
financial instruments and to instead take an approach that protects the 
public interest and ensures technology is deployed in genuine service to 


the needs of ordinary citizens. 22 


If the fight to preserve the basic New Deal financial 
regulatory structure is any guide, it will be difficult to do 
what these publicly oriented technical experts are 
proposing in the face of billions of dollars of campaign 
contributions and lobbying and well-connected, high-priced 
lawyers. Rendering it even more difficult would be a 
judiciary that ultimately sides with crypto and blockchain. 
Here, too, the Bankers’ Club and their lawyers are playing 
a big role. 


THE LAWYERS, THE FEDERALIST SOCIETY, AND THE COURTS 
Lawyers Coding Capital 


Minimizing transaction costs is just the tip of the iceberg of 
the services that lawyers perform for bankers. Legal 
scholar Katharina Pistor describes how top corporate 
lawyers “code capital,” meaning they utilize and 
reconfigure law from its basic components to create assets 
that can generate wealth over time for their owners. That 
type of wealth is what she calls “capital.”4 This legal 
coding, according to Pistor, “bestow(s) important attributes 
on assets and thereby privileges its holder: priority, which 
ranks competing claims to the same asset; durability, which 
extends priority over time; universality, which extends 
them in space; and convertibility, which operates as an 
insurance device that allows the holder to convert their 
private credit claims into state money.””~ The legal coding 


not only determines the assets’ capacity to bestow wealth 
on its holders. It also provides them with a powerful 
defense against challengers: “But it’s legal!” 2 The roster of 
assets that have been turned into wealth-creating “capital” 
has changed over time: from land that was turned into a 
privately owned asset that could be readily developed and 
sold; to factories and machines that could, according to 
Marx, allow their owners to exploit labor and claim the 
right to the profit from this exploitation; to mortgage- 
backed securities, derivatives, and cryptocurrencies; to 
intangible capital, like patents. 

“The ability to graft the codes’ modules onto an ever- 
changing roster of assets makes the lawyers the true 
masters of the code of capital.” “ In principle, anybody has 
access to lawyers and their coding skills, but the market for 
legal services ensures that only the best-paying clients can 
hire the best.“ As the assets have become more abstract, 
more intangible, more financial, the value of these legal 
services to the wealthy has become greater and greater. 
This explains why these masters of the code can make as 
much or more than investment bankers. 

Importantly, these code masters don’t just apply the law; 
they help to fashion new law. They do this through their 
interactions with regulatory agencies, the courts, and 
elected officials in legislatures and the executive branch. 
And they do this by even influencing the highest court in 
the land, the Supreme Court. 


As we have seen, commonly, the boundaries of the code 
are pushed slowly, step-by-step by the lawyers through 
their interactions with the courts and the regulatory 
agencies. But sometimes a big push—a big bang—occurs 
which involves major pieces of legislation, such as the 
elimination of Glass-Steagall or the passage of the Dodd- 
Frank Reform Act, or a decision by the Supreme Court that 
calls into question the very power of the regulatory 
agencies to regulate at all.2 All of this bears the 
fingerprints of the Bankers’ Club, with a big assist from the 
masters of the code, the lawyers. 


Law and Economics: A Dangerous Alliance 


In the last fifty years there has been a revolutionary 
transformation in the law and the courts which, broadly 
speaking, has amounted to a massive shift to the right 
ideologically.4 This shift was the result of a well-funded, 
self-conscious effort to transform the legal system to help 
roll back and eventually destroy the policies, institutions, 
and ideology of the New Deal.“ The Supreme Court’s 
overturning of Roe v. Wade in its 2022 session brought to 
the public consciousness the outsized role played for 
decades by the Federalist Society and its shaker and doer, 
Leonard Leo. The Reagan administration’s justice 
department was greatly influenced by the Federalist 
Society, and nearly every federal judge appointed by 
Ronald Reagan’s three Republican successors, George H. 


W. Bush, George W. Bush, and Donald Trump, had either 
been a member of, or been approved by, the Federalist 
Society.®2 “The Federalist Society is a one-stop shopping 
network for identifying, helping promote, credentialing, 
and supporting conservative lawyers. And in the end, 
turning them into conservative judicial nominees, and then 
conservative judges,” author Ruth Marcus told National 
Public Radio. Republican presidents chose federal judge 
nominees recommended by Leonard Leo. This became 
known as “the list.” *+ 

Reconfiguring the Supreme Court took millions of dollars 
spent by organizations mostly tied to the Federalist Society 
and Leo. One estimate of the amount of money spent to 
influence the confirmation of Amy Coney Barrett “reached 
$40 million. Comparable amounts were likely spent on 
advertising and lobby campaigns to block Judge Merrick 
Garland’s nomination, and to battle over the nominations of 
Justices Neil Gorsuch and Brett Kavanaugh.” ®% 

The Federalist Society got its strength primarily from the 
massive funds that right-wing donors gave to it, including 
fossil fuel magnates like the Koch brothers.® According to 
the Washington Post, between 2014 and 2017, Leo was able 
to raise $250 million for right-wing causes. Even this large 
amount has been dwarfed by the $1.6 billion Leo raised in 
2022 from a right-wing Chicago businessman.™ But the 
Federalist Society also gathered adherents through its 
concocted legal analysis, built out of two powerful 
catechisms: libertarian economics, building on the work of 


Von Hayek and Friedman; and a scriptural commitment to 
the parchment of America’s founding documents. The first 
led to the “law and economics” movement; and the second 
to “textualism” and “originalism” in the interpretation of 
the Constitution. With the massive funds at the 


a,” 


“Federalists’” disposal, these ideas were sold to law 
students, judges, politicians, and even to the general 
public. 

Most directly relevant to the Bankers’ Club is the “law 
and economics” movement.®4 Law and economics—a 
synthesis of pre-Keynesian laissez-faire economics 
resuscitated at the University of Chicago by Milton 
Friedman, George Stigler, and others, on the one hand, 
and, on the other, economics-oriented legal scholars—was 
nurtured and spread from the University of Chicago to law 
schools all over the country, starting in the late 1960s. A 
key mechanism through which “law and economics” was 
injected into the judiciary was through the Economics 
Institute for Federal Judges founded in 1976 and organized 
by Henry Manne, an influential conservative economist 
active in the early law and economics movement. The 
institute was the flagship program of the Law and 
Economics Center, the first academic research center 
devoted to law and economics and funded by donations 
from right-wing individuals and foundations. The course 
ran continuously from 1976 until 1999. By 1990, 40 percent 
of federal judges had attended this program.®? Lectures 
were given mostly by laissez-faire economists and 


conservative legal scholars, many of them from the 
University of Chicago, but there was an attempt to achieve 
some balance with the mainstream, with lecturers such as 
Paul Samuelson. Heterodox economists and progressive 
lawyers need not apply. 

The focus of the lectures was on the value of “efficiency” 
in determining legal decisions. Emphasized was the 
importance of cost-benefit analysis, and of only secondary 
concern, if at all, were values such as equality and social or 
public goods.®2 Quotes from judges who attended the 
course emphasized that they learned “to think about their 
rulings through cost-benefit analysis rather than more 
traditional legal reasoning.” 2° Areas of the law that concern 
the economy—such as_ contracts, corporations, and 
antitrust—were given over to the law and economics 
approach that emphasized wealth maximization.“ Alan 
Manne, the founder of the program, wrote that “[iJt is 
ironic that the word ‘profit’ has become a swear word, 
since profit is the only decent measure of real public 
benefit provided by business.”22 On environmental law, 
University of Chicago economist Armen Alchian told his 
students: “Give me a capsule that will magically clean all 
the air in Los Angeles ... beg me to open it... I won’t 
open the capsule. Because if I do, poor blacks will have to 
pay $20 a month more for land rental ... the black in 
Watts, already used to living with bad air, loses his [rental] 
‘discount’ if I do that.” % 


In a pathbreaking article, Ash et al. provide a 
quantitative analysis of the effects of this law and 
economics program on the US judiciary. Using all of the 
published opinions in US circuit courts and one million 
district court criminal sentencing decisions linked to judge 
identity, the authors estimated the impact of having 
attended the Manne summer institute on judicial decisions. 
Using sophisticated analysis controlling for many 
potentially confounding variables, they conclude that 
“participating judges use more economics language, render 
more conservative verdicts in economics, rule against 
regulatory agencies more often and render longer criminal 
sentences.”“* Moreover, non-Manne judges who were 
randomly exposed to Manne peers on previous cases 
increased their use of economics language in subsequent 
Opinions, suggesting economic ideas diffused throughout 
the judiciary. 2 

Some legal scholars critical of law and economics have 
concluded: “Shaped by these’ ideological currents, 
constitutional law turned away from concerns of economic 
power, structural inequality and systemic problems of 
racial subordination. Other ‘public law’ areas did the 
Same.” 2° 

This transformation of the law has made it more difficult 
to bust the Bankers’ Club and make finance safer and more 
socially useful. We saw earlier how lawyers were able to 
convince the OCC and other financial regulatory agencies 
that bank profitability was a sufficient sign of the safety 


and social value of financial innovations. Jennifer Taub 
notes a series of Supreme Court rulings made it more 
difficult to address public corruption through the court 
system.~ In recent rulings, the Supreme Court has called 
into question the power of regulatory agencies to even 
regulate business.22 And in a self-perpetuating assault on 
social control over finance and other industries, the 
Supreme Court decision on Citizens United has opened the 
money spigot that keeps the Bankers’ Club in business. In 
short, many lawyers, whether they are master coders or 
Leonard Leo’s handpicked members of the Supreme Court, 
are valuable members of the Bankers’ Club, whether they 
know it or not. 


Nonfinancials Flip 


THE FINANCIALIZATION OF THE CEOS 


The US economy, like all capitalist economies, has been hit 
—on average once every seven years, according to Charles 
Kindleberger—by a financial crisis that led to increases in 
unemployment, waves of corporate bankruptcies, and 
losses of business profits. The only period during the 
recent era of capitalism when these crises have been few 
and far between was following the Second World War when 
financial markets in the United States and elsewhere were 
highly regulated (see chapter 1, figure 1). This is also the 
period when major US industrial corporations such as 
General Motors, General Electric, and US Steel thrived. 
These corporations were just fine with bankers who had 
been, as my colleague James Crotty said, “put in their 
cages” after the Great Depression. And, for several 


decades, they were uninterested in helping the bankers get 
out of their cages. 

This political distance between finance and industry was 
not always the case in US history. As I discussed in chapter 
2, in the period prior to the New Deal, major investment 
banks such as JP Morgan were connected to large 
conglomerates of financial and industrial operations, and, 
through interlocking corporate boards, banks and 
industrial corporations were tightly linked. They also 
tended to speak with one voice on matters of politics.2 Nor 
is this distance the norm historically in many other 
countries, such as France, Germany, Italy, and Japan, where 
the ties between finance and industry through cross- 
ownership and interlocking boards has been common for 
many decades. 2 

But in the United States and the UK, the 1920s and 
1930s showcased the destructive force of finance, 
generating serious political conflicts between finance and 
industry. In the UK, John Maynard Keynes railed against 
the campaign by the “City of London” (the bankers) to 
restore the gold standard at an overvalued rate in the UK 
following the First World War, arguing that, while this 
might enhance the wealth of the bankers, this “golden 
fetter” would be highly injurious to Britain’s export 
industries and workers who worked for them.‘ This tension 
between finance and industry in the UK, due to the massive 
global role played by the City of London in the UK and 
throughout the globe, has played out for centuries: it 


predated World War I in debates about “the City’s” 
excessive outward orientation to the possible detriment of 
Britain’s development at home, to current-day England, 
where the City of London has continued to be accused of 
undermining the rest of the British Economy. 

In the United States, there were plenty of reasons for 
nonfinancial corporations to maintain a healthy distance 
politically from finance and for wanting the government to 
maintain the reins on Wall Street excesses. Notably, these 
excesses include the Third World debt crises of the 1980s, 
which were caused by reckless Wall Street lending to 
developing countries and threatened US export markets to 
the detriment of US business; the Savings and Loan 
debacle that cost US taxpayers, including corporations, 
$500 billion in bailouts; and the hostile takeover wave of 
the 1980s by financiers like Kravis and Kohlberg and Carl 
Ichan that threw out corporate leaders and hollowed out 
American businesses, a precursor to the private equity 
surge in the last few decades. And then, of course, there 
was the devastating Great Financial Crisis of 2007-2009. 

Still, somewhere along the way to the Great Financial 
Crisis, the finance-industry strife, especially in the political 
realm, faded, if not disappeared entirely. In the political 
battles over Dodd-Frank, nonfinancial corporations were 
nowhere to be seen urging stronger regulations of finance, 
despite the massive’ dislocation businesses had 
experienced. And as_ the _ pro-banker forces began 
dismantling Dodd-Frank after Donald Trump was elected, 


once again there was not a peep from industry in defense 
of regulation. Corporate organizations, such as_ the 
Chamber of Commerce, which in the 1950s and 1960s were 
associated with small business and_nonfinancial 
corporations, began being dominated by big bankers and 
nonfinancial corporations.® Now it is hard to find any policy 
space between finance and nonfinancial corporations; their 
interests seem to be completely interconnected. 

This might seem to be purely a curiosity worthy only of a 
dissertation or two in political science. But the economic 
and political relations between major economic sectors, 
especially between financial and nonfinancial companies, 
are at the core of the power of the Bankers’ Club and the 
power of finance. Where finance and industry were divided, 
as in the fights over the New Deal banking reforms, the 
power of finance was greatly reduced and significant 
financial restructuring was possible. But when it came to 
getting finance under control after the financial crisis, 
without the countervailing force of corporate America, it 
was impossible to make finance safe again for society. As 
we move into the fintech world of crypto, prospects for 
controlling this new technology for the public good will 
depend to some extent on whether the “capitalist class” is 
united politically or divided over this potential runaway 
technology. 

Understanding the nature and degree of unity between 
these powerful groups is critical for understanding how to 
reform finance, and the system more generally. In short, 


these issues are not only academic but thoroughly 
practical, as are most issues where money and power are at 
stake. 


WHY HAS INDUSTRY REJOINED THE BANKERS’ CLUB? 


There are several reasons why nonfinancial corporations 
have rejoined the Bankers’ Club. The most important is 
that, in a capitalist system, capitalists of all stripes have a 
strong common interest: they depend on a productive but 
politically weak labor force for their profits and wealth. 
From the capitalists’ perspective—as Benjamin Franklin 
put it in a different context—“We must hang together or we 
will hang separately.” 

Still, things are often more complicated than this. Marx 
himself recognized the tension among capitalist sectors as 
evidenced by the implicit message in his famous statement 
from the Communist Manifesto, “The state is just the 
central committee for managing the common affairs of the 
bourgeoisie.” That is, Marx recognized that there would be 
conflicts and disagreements among capitalist factions and 
that the state would need to manage these disagreements. 

When it comes to finance and industry, economist Carlo 
Panico has noted there are elements of cohesion and 
elements of conflict in their relationship. What both groups 
have in common is that they would like to maximize the 
“surplus,” the piece of the pie that they get from the 
workers. The conflict is how to divide up their slice 


between finance and industry. And this conflict can get 
intense. Through misallocation and reckless behavior, 
roaring banking has often gotten a bigger share, while also 
shrinking the size of the overall pie. 

But, in the last several decades, powerful dynamics 
connected to finance itself have changed the equation, 
pushing large financial and nonfinancial companies much 
closer together on issues of financial policy and regulation. 

“Financialization” is an increasingly popular explanation 
among scholars for the reconnection between “finance” and 
“industry.” According to a large and growing literature, the 
institutions and mechanisms through which financial 
institutions, motives, calculations, and _ activities 
increasingly dominate economic activity have virtually 
erased the divide between finance and industry. According 
to this view, nonfinancial corporations have become more 
like financial companies. The domination of some firms by 
finance is evident—and sometimes destructive—as in the 
case of private equity firms that take over firms, load them 
up with debt, cut their employment, and strip their assets. 
Other times the financialization of nonfinancial firms is 
more benign. In these cases, having the same “interests,” 
industry joins forces with the banks to fight financial 
regulations, and they align on other important issues as 
well.2 

Another important, but less discussed factor is what I 
call the “financialization of the CEOs.” The CEOs and top 
management of these corporations, who have become 


unimaginably wealthy, rely on the operations of financial 
institutions and financial markets to manage, protect, and 
augment their wealth. This often includes helping them 
keep their wealth away from tax authorities. These CEO 
and top management players want to make sure their 
personal bankers are free to play the global financial 
markets. They don’t want THEIR bankers to be restricted 
by tight regulations. The CEOs and top management of 
these nonfinancial firms want their bankers to be free to 
augment their wealth. The CEOs have a strong incentive to 
steer their corporations away from supporting financial 
regulations, even if these regulations would be in the 
interests of the corporations they manage. 


Financialization of the Nonfinancial Corporations: Theory 
and Evidence 


For decades, economists, sociologists, and _ political 
economists identified and studied trends among US 
nonfinancial corporations’ increasing focus on financial 
activities at the expense of “productive” activities.2 In 
2005, building on this literature, Greta Krippner helped to 
kick-start an empirical literature that estimated the degree 
to which corporations earned profits based on financial 
activities, such as investing in stocks and bonds, versus 
what economists have typically called “real” activities, such 
as building and selling automobiles. Krippner developed 
estimates showing that, over the previous several decades, 


many US corporations had been making a significant share 
of their profits by these financial activities. Others found 
similar trends in Europe and elsewhere. +2 

Rana Foroohar published an influential book in 2016, 
Makers and Takers, which detailed the widespread 
negative impacts that financialization has on American 
business and workers.“ Foroohar and others, including 
economist William Lazonick, showed how, starting in the 
1980s, finance began creating nonfinancial corporations in 
their own image. Through hostile takeovers and “mergers 
and acquisitions,” Wall Street investors and other financial 
actors started transforming US corporations from the 
outside. So-called corporate raiders like Michael Milken— 
precursors of modern-day private equity firms—loaded up 
companies with debt, then downsized their activities, fired 
many workers, divided up the firms, and sold them off.“ 
The movie Wall Street gave a vivid picture of the 
destructive outcomes of this early “financialization.” In the 
1990s and 2000s, private equity investors and hedge funds 
became the next version of these hostile takeover firms, 
with similar effects.42 In all these cases, formerly 
nonfinancial firms became a financial “play” for Wall Street 
firms. 

This shift to financial activities meant that many 
corporations received a higher percentage of their profits 
from financial activities, rather than from the old-school 
real activity, like producing and selling goods and services. 


CEOs of corporations started getting more and more of 
their pay in the form of stock in their own firms, or, more 
often, in options to buy stock in the company at a fixed 
price. This gave these CEOs an incentive to take actions to 
push up the value of the stock, so they could buy it at the 
lower fixed price and then sell it at the new higher price.“ 
This focused the attention of many CEOs and corporate 
boards on the short-term price of their companies’ stock, 
leading them to use corporate funds, including borrowed 
money, to buy back the stock of the corporations to 
temporarily raise their prices, instead of investing it in 
innovation and the workforce. This practice significantly 
raised the pay of the companies’ CEOs and_ top 
management, but limited funds available for other more 
productive activities by the companies. This led to what 
some have called the “hollowing out” of the American 
corporation.” 

These stock buyback activities were deeply tied up with 
banks and other financial institutions who financed and 
managed them. As CEO pay became _ increasingly 
dependent on these stock options, CEO compensation 
became very closely tied to the activities of the banks and 
financial markets. 


Empirical Evidence on Financialization 


For several decades, economists and sociologists have 
studied the nature, impacts, and _ channels’. of 


financialization and, especially, its effect on nonfinancial 
corporations. They have uncovered a good deal of evidence 
that nonfinancial corporations have earned a greater and 
greater share of their profits by strategies to: hide their 
profits; move them to low tax havens where tax rates are 
lower; create new kinds of assets such as “patents,” 
intellectual property, and other so-called intangible capital; 
and earn financial profits from derivatives and related 
activities. In pursuing these strategies, they have relied 
heavily on lawyers, accountants, and, yes, bankers. +® 


Tax Havens 


For some, a haven is where your heart is, but for these 
corporations and CEOs, it is where your wealth is hidden, 
protected, and subject to low marginal tax rates. Tax 
havens are crucial for the after-tax profits of corporations 
and the after-tax wealth of CEOs. And to utilize these 
havens to maximum benefit, these corporations and CEOs 
depend on places to invest their funds (the financial 
markets) and “experts’—lawyers, accoun-tants, and 
financiers—to enable it all. 

Much new activity by nonfinancial corporations, such as 
patents, intangible assets, and the like, is designed to 
minimize tax liabilities and avoid regulations. While the 
actual activities that occur take place in the production 
centers of the world, the legal jurisdictions in which these 
fictionally occur are located outside of the central 


jurisdictions of rich countries’ tax authorities. This activity 
takes place in what have come to be known as tax havens. +4 
Lists of top tax havens can be confusing, because we 
often think of them as being in Caribbean islands, such as 
the Bahamas or Grand Caymans; or off the coast of the UK, 
like Jersey; or in Latin America, such as Panama; which is 
to say, “offshore.” But as James Henry and Oliver Bullough 
have explained, .. . these activities have long ago become 
“virtual.” The term “offshore” refers not so much to the 
actual physical location of private assets or liabilities, but 
to the nominal, hyper-portable, multi-jurisdictional, often 
quite temporary locations of networks of legal and quasi- 
legal entities and arrangements that manage and control” 
these assets./2 This becomes clear when we notice, as the 
recent Pandora Papers have made clear, some of the 
biggest of these tax haven jurisdictions are in Delaware, 
Nevada, and South Dakota. These “onshore-offshore” 
locations offer trusts and shell companies to help the 
wealthy hide money and avoid liabilities of various kinds. In 
this virtual-haven world, onshore becomes offshore and 
vice versa.+* The masters of the legal code are crucial here 
for developing the law of trusts and other legal vehicles to 
hold and transfer these assets, with low or no taxes to build 
“dynastic wealth.” 2° Estimates of the amount of wealth held 
in these havens vary from around $5 trillion by Gabriel 
Zucman to as much as $30 trillion by James Henry. #4 
According to James Henry, many of the key players in 
this “Tax Haven Industry” are financial institutions that 


come from the world of private banking, of which we will 
hear more in what follows. These financial institutions offer 
Many services: tax minimization, access to the wealth 
(usually through loans), asset management, and security. 
But in addition to these, a key service they offer is secrecy. 
In fact, secrecy is so important that some analysists of 
global tax havens call them “secrecy havens.”22 According 
to Henry, thousands of people are involved in this haven 
industry of accountants, lawyers, and bankers. But, he 
says, “Global private banking is dominated by fewer than 
90 multinational banks.” 

The existence of these havens helps to explain why many 
US multinational corporations pay very little in taxes to the 
US government. According to a study by Ludvig Wier and 
Gabriel Zucman in 2019, 36 percent of US multinational 
corporations’ profits were shifted to tax havens that 
allowed them to significantly lower their tax payments. #2 

This profit shifting has led to substantial losses in 
government tax revenue, putting pressure on government 
budgets and ballooning government deficits. These deficits 
provide ammunition to those who want to cut social 
spending for lack of funds. Some economists have 
estimated that the taxes US multinational corporations 
have paid have fallen significantly over the last twenty-five 
years, at a rate of about 0.4 percentage points per year. 
Over time, this adds up to real money. Losses due to tax 
havens are estimated to be at least $130 billion per year. 4 
These tax savings go straight into the bottom lines of these 


major corporations. They then get distributed to 
shareholders and add to CEO and top management pay. 
Some of this pay itself accumulates in “tax havens,” where 
this wealth is managed by banks and other financial 
institutions. 

In short, finance and nonfinancial corporate wealth are 
linked together in a hidden netherworld of unregulated tax 
havens. This world intersects completely in the light of day 
in well-known financial markets, financial assets, and 
financial wealth, managed by the largest banks and asset 
managers of the world. Considering this mutual 
enrichment partnership, it should come as little surprise 
that, under normal circumstances, these nonfinancial 
corporations have little interest in supporting tightened 
government regulations on finance. 

Still, although this tax evasion is important to the bottom 
lines of these companies, the main source of corporate 
profits usually lies elsewhere—in the design, production, 
and sales of their goods and services. So, while these tax- 
shifting procedures undoubtedly benefit from the world 
that finance created, these companies must also concern 
themselves with the “real economy.” For _ these 
corporations, the reckless activities of finance may well 
threaten their bottom lines. So there is a trade-off for 
corporations between the money that bankers make for 
them in tax havens and other financial activities, and what 
these corporations might lose if the bankers once again 


crash the economy, as they did in 2007-2009 and almost, 
again, in 2020. 

But for the rich CEOs of these corporations, this trade-off 
barely exists. The amounts of wealth they have 
accumulated are so great that their wealth portfolios, not 
their jobs, are where their hearts really are. I call this 
overwhelming concern of CEOs for their own financial 
portfolios the financialization of the CEO. 


FINANCIALIZATION OF THE CEOS 


It is well known that CEO pay in the United States is 
extremely high by any standard, and especially compared 
to the average worker in their companies. In fact, CEO pay 
in absolute and relative terms in the United States is higher 
than in most places in the world. For example, in 2019, 
CEO compensation averaged $15.3 million and the average 
ratio of CEO to worker pay was about 400 to 1. American 
CEOs and other top management are key members of the 
richest stratum of US society. Their hefty compensation 
accumulates over time as these wealthy people utilize both 
the “onshore” and “offshore” financial institutions to invest, 
manage, and hide their income and wealth. As their assets 
accumulate over time, the annual compensation that CEOs 
make from their companies becomes a smaller and smaller 
fraction of their overall wealth, and their economic 
interests become more and more tied up with the 
performance of their asset portfolios. 


The bottom line is that, independent of their corporate 
homes, these massively wealthy CEOs are highly 
financialized. This financialization tightly aligns these 
CEOs’ personal interests with those of financiers. This 
large wealth and close alignment with the financial markets 
make it quite unlikely that they, personally or in their roles 
in determining the political activities of their corporations, 
will push seriously for financial regulations that will limit 
the prerogatives of their personal asset managers and the 
markets they play in, even if it might be salutary for the 
operations of their companies in the long term. This means 
that even if a nonfinancial corporation is not the least bit 
financialized and has no direct interest in financial 
liberalization, under the direction of its CEO, this 
corporation will most likely join the Bankers’ Club. 


Private Banks, CEOs, and the Bankers’ Club 


CEOs’ massive wealth is allocated broadly and is handled 
by advisors and money managers of various types. There 
are three important sites for this asset management. One is 
the home offices of wealthy individuals. A second 
understudied site where CEOs and top management meet 
financiers are the private banks. Private banks are asset 
custodial and management banks that are often units of 
major financial institutions. These units cater to the very 
wealthy.22 The top names are familiar to students of the 
Bankers’ Club: JP Morgan, UBS, Credit Suisse, Goldman 


Sachs, Citi, HSBC, BNP Paribas.~4 Private banking is also 
known as relationship banking, and it pairs banking clients 
with the individuals or teams who handle all of their 
financial tasks within the bank. These include general 
financial planning, investment advice and_ wealth 
management, estate planning, tax planning, and credit, 
including offering lines of credit with low rates to their 
private banking clients. 

The third important site for CEO wealth management is 
the major asset management companies. The biggest asset 
managers are Blackrock, Vanguard, Fidelity, State Street, 
and Allianz (from Germany). JP Morgan Chase is number 
six.28 These are in addition to a vast world of family offices 
that do this work as well.*2 But following the money of the 
top CEOs often leads one to the private banks. Some 
analysts believe the private banks are in a very happy 
place. Elliot Wilson, writing for Euromoney’s “Private 
Banking and Wealth Management Survey 2021: Banking’s 
New Engine,” is upbeat about private banking’s future. 
“The next decade will be one of great changes for the 
private banking industry. Wealth will narrow at the top end 
as it settles into the hands of a select group of the super- 
rich. Further down the pyramid it will broaden to serve 
more high net worth (HNW) families,” and _ others. 
“Providers will fight for the right to serve a prized client.” *° 


Private Banks Compete for Wealthy Clients 


In this competition for clients not all private banks can use 
the same pitch as Ariane de Rothschild, who, in 2015, took 
over as head of Edmond de Rothchild, the private bank and 
asset manager started by her father-in-law. According to a 
2018 interview with her in the Financial Times: In thinking 
about how to position her private bank in the 2020s, she 
said she asked herself, “what are we really about? We did a 
lot of work on values and company culture.” What they 
came up with is this: “On our side there’s a panache: the 
sailing, the gigantic parties that my father-in-law used to 
throw—he used to sing Sinatra at 2 am at the bank parties. 
Panache is a way of being—it’s not vulgar.” #4 And if 
panache won’t sell, there is always plain ole outsized after- 
tax rates of return. 

In an interview a former equity analyst for a few Wall 
Street investment firms told me about how his firm’s 
private bank recruited wealthy clients and why they did it: 
“What [my bank] did on a very regular basis is they had 
events that typically ran over several days, and the sort of 
invitees were CEOs and other very senior management of 
their corporate clients.” 22 

He went on to talk about his experience at these events: 
“After I had been at the bank a couple of years and had 
some success as an equity strategist, I started getting 
invited to some of these because, I think, they needed sort 
of ... a show. These events had to be sort of marketed as 
seminars and teaching and you know they couldn’t just be 
about skiing in Vail or golfing at Pebble Beach.” 


As for the clientele: “They would invite me and my wife 
... What was really eye-opening to me is very often my wife 


and I would be ... the only ones who got there on a 
commercial aircraft ... everyone else came on their own 
jets. 


“After my talk, they would just say, ‘Go away and have 
fun on the slopes or the golf course but stay away from the 
really important people there .. .’ people like Henry Kravis 
and CEOs of major pharmaceutical companies and Exon 
Mobil; CEOs of auto companies and then, increasingly, 
technology companies.” =2 

This former equity analyst told me how _ these 
relationships between the private bank and the CEOs 
helped these CEOs avoid taxes and amass more wealth. As 
an example, he mentioned, perhaps allegorically, Elon 
Musk: “They would go to Elon Musk and say: now that you 
are becoming a billionaire, you need some help managing 
your credit. Because, you know the way to amass a fortune 
is to NOT get a salary. You want to get paid in stock. And 
then we will manage your stock sales for you and we will 
lend money against your stock sales, so you can have 
hundreds of millions of dollars to play with, but because 
they are loans, you will not have to pay taxes [on your 
appreciated stock].” 

The former equity analyst explained that the function of 
these events were multifold: to try get these CEOs to sign 
up as clients with the institution’s private bank, but also to 
thank them as heads of their corporations for hiring them 


to sell the companies’ bonds, or handle their initial public 
offerings (IPOs). In other words, “the interests and 
connections between the banks, on the one hand, and 
major corporations and the interests of the CEOs were 
intricately intertwined on the ski slopes, golf courses, and 
beach clubs.” 

This occurred during the period of hostile takeovers. “At 
these events there were people running the investment 
bank, people like Henry Kravis. The bank loved funding the 
notorious hostile takeover firm Kohlberg Kravis Roberts. 
When they took some firms private (even though the firm 
often got trashed), the CEOs of these companies often got 
huge windfalls from selling out their shares ... and what 
would they need? Private Banks to help them manage these 
funds.” 

The analyst went on: “I also would get invited to give a 
short presentation at the banks’ International Advisory 
Board as part of the Banks’ Board of Directors meeting. 
Around the table were people like Lee Raman, CEO of 
Exxon. Virtually all these people were clients of the bank’s 
private banking unit.” 

I asked the equity analyst about possible conflicts 
between bankers and industrialists of the type that Keynes 
wrote about and that seemed relevant during the New Deal 
and for a few decades after. He replied: “I grew up reading 
the same literature that there was this conflict between 
industrial capital and finance capital and there may have 
been one hundred years ago. But now, they’re one and the 


same. I see no conflict anymore between nonfinancial and 
financial corporate power.” 


CONCLUSION 


With nonfinancial corporations rejoining the Bankers’ Club, 
the dangers for the rest of us become considerably greater. 
The club creates a formidable block of influence in 
Washington, in state capitals, and on the international 
scene. The imperative to bust the Bankers’ Club and re- 
create finance for the rest of us becomes more important 
than ever. 
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Bankers’ Club Economics 


For roughly a week every autumn, a palpable buzz 
pervades the world’s scientific and intellectual firmament 
as the Nobel Prize committee announces the year’s winners 
of the awards established by Alfred Nobel in 1895, and 
given since 1901, in key areas of recognized scientific and 
intellectual endeavor. These are achievements that help 
humanity understand the basic building blocks of our 
universe (physics, chemistry), that promise advances in the 
treatment of human disease (medicine), that make valiant 
attempts to realize humanity’s most precious gift (peace), 
and that create aesthetic beauty while enriching our 
understanding of human relationships (literature).+ During 
this week, the news is filled with reports of bleary-eyed 
scientists, woken up in the middle of the night by phone 
calls from Sweden, their claims of total surprise— 
sometimes credible, sometimes not—and _ journalists’ 


attempts, sometimes coherent and sometimes not, to 
explain the scientific discovery that won the high-dollar 
award. 

You might think I left out one of Nobel’s awards. It might 
come as a surprise that Alfred Nobel did not establish an 
award in economics, nor in any other social science for that 
matter. Yet, since 1986, economists have shared the 
spotlight with physicists, chemists, biologists, and other 
health scientists, peacemakers, and literary geniuses. Like 
their physics colleagues, surprised and happy economists 
try to explain to inquiring journalists the great discovery 
that won them a “Nobel.” James Tobin, perhaps, did the 
best job of this. In 1981 the Yale economics professor, upon 
winning the Nobel Prize for his theory of “asset portfolio 
selection” was pressed to explain the discovery in “lay 
person’s language”; he told a journalist that he had won the 
prize for showing that people “should not put all their eggs 
in one basket.” 2 The next day, newspaper headlines around 
the world read, “Yale Economist wins Nobel for ‘Don’t put 
all your eggs in one basket”; a cartoonist’s drawing soon 
predicted that the next year’s winner in medicine would 
win for discovering that “an apple a day keeps the doctor 
away.” 2 

Although Nobel did not establish a prize in economics, 
the economics winners get the same hundreds of thousands 
of dollars in award money as their chemistry comrades. 
This award also enhances the prestige of economics as a 


science and allows economists to believe that their 
discipline is “the queen of the social sciences.” 

Economists acquired a pseudo-Nobel Prize thanks to the 
initiative and the largesse of the Central Bank of Sweden, 
which established an endowment and the prize. This is 
reflected in the official awkward name of the economics 
prize: The Sveriges Riksbank Prize in Economic Sciences in 
Memory of Alfred Nobel. 

As Avner Offer and Gabriel Soderberg show in their 
fascinating book, The Nobel Factor, the Swedish central 
bank, the Sveriges Riksbank, created the prize to enhance 
the prestige of economists. As Offer and Soderberg 
demonstrate, the Swedish central bankers wanted to 
embellish the reputation of anti-Keynesian and “free- 
market” economists such as Milton Friedman and Friedrich 
von Hayek by creating a prestigious award that they could 
win. Key architects of this plan, such as economist Assar 
Lindbeck, surmised that this would help them in their fight 
for more independence against the Swedish Social 
Democrats and help promote a political ideology they 
favored. The bank thought this would help in its fight 
against the Swedish Social Democratic government’s 
control of the Swedish central bank. +# 

Over the years, the Sveriges Riksbank Prize in 
Economics has been awarded, ideologically speaking, to a 
range of economists. According to Offer and Soderberg, the 
award committee has sought to achieve a rough balance 
over the years to “enhance its credibility.” But this 


balancing act has not included the whole range of 
economists who have made important contributions. 
Notable economists who did NOT receive the award help to 
delineate the boundaries of “respected economics” and the 
type of “balance” achieved: women (Joan Robinson), 
economists on the leftist end of the spectrum (Joan 
Robinson, Paul Sweezy, Hymn Minsky), economists of color 
(William Darity Jr.), and institutional/economic historians 
(john Kenneth Galbraith, Albert Hirschman, Charles 
Kindleberger) are underrepresented or not represented at 
all. 

Significantly, it has been these “left out” types of 
economists who have emphasized the structural faults with 
free-market capitalism in general, and with the free-market 
financial markets in particular. Pushed to the sidelines, the 
views of these economists played little or no role in shaping 
the development of the theory and practice of economics, 
especially after the 1970s when the free-market approach 
became dominant. These dominant ideas have had 
significant—and even dangerous—impacts on our economy 
and society. 2 


THE POWER OF COSTLY ECONOMIC THEORIES AND 
PRACTICES 


John Maynard Keynes was well aware of the power of 
economists when he wrote his magnum opus in the depths 
of the Great Depression to convince economists and policy 


makers to address the catastrophe that was occurring all 
around them. In the preface to The General Theory, Keynes 
wrote: “This book is chiefly addressed to my fellow 
economists.” ° Some 380 pages later, at the end, he explains 
why: “The ideas of economists and political philosophers, 
both when they are right and when they are wrong, are 
more powerful than is commonly understood. Indeed, the 
world is ruled by little else. Practical men, who believe 
themselves to be quite exempt from any intellectual 
influences, are usually the slaves of some _ defunct 
economist. Madmen in authority, who hear voices in the air, 
are distilling their frenzy from some academic scribbler of 
a few years back. I am sure that the power of vested 
interests is vastly exaggerated compared with the gradual 
encroachment of ideas.” Keynes believed this point to be so 
important that the last line of The General Theory, probably 
the most important economics book written in the last one 
hundred years, ended with this: “Soon or late, it is ideas, 
not vested interests which are dangerous for good or evil.” 4 

If Keynes wrote The General Theory to try to change his 
colleagues’ ideas, he succeeded, but only temporarily. 
Nixon famously said in 1970 that “we are all Keynesians 
now,” but by 1980, pre-Keynesian ideas that Keynes had 
spent years writing against, were alive, well, and even 
dominant through the effective “scribbling” of Milton 
Friedman, Robert Lucas, and other Chicago _ school 
economists, as well as those “in authority,” such as Ronald 


Reagan and Margaret Thatcher, who were channeling 
Friedman’s ideas. 

If bad ideas are so persistent, and good ideas can be 
quite transient, one has to wonder if Keynes had it wrong. 
Keynes thought the problem was mainly one of ideas, 
rather than of vested interests. In my view, it is not one or 
the other. Rather, there is a close relationship between the 
“persis-tence of ideas” and “vested interests.” 

It is this interaction between ideas and vested interests 
that is the key to understanding the role economists have 
played in enabling roaring banking and the _ serious 
problems it has created for America and the world. 


The Queen’s Question and the Anatomy of Bankers’ Club 
Economics 


In 2009, the queen of England visited the London School of 
Economics and wanted to know how most economists could 
have failed so miserably to predict the Great Financial 
Crisis despite all the warning signs. After a serious study of 
the question by some economists at the London School of 
Economics, the assessment was that “[e]conomists had a 
failure of imagination.” Paul Krugman had a more specific 
and useful answer: economists’ love of elegant 
mathematical models led them, perhaps, to: “mistake ... 
beauty for truth.”2 The economist who organized the 
meeting with the queen had an answer firmly grounded in 
mainstream economics: economists were acting based on 


their incentives, and unfortunately they were given 
incentives to do the wrong thing. 

Of course, some economists did see the crisis coming 
and tried to warn the profession and policy makers about 
the impending implosion.? But as James K. Galbraith asked: 
Who were these economists anyway? And why weren’t they 
listened to? Galbraith’s answer is that there is an included 
and an excluded group of economists, an in-crowd and an 
out-crowd. And in this case, the out-crowd was ignored. +2 

Misguided theories, based on inappropriate assumptions 
were reproduced through an in-crowd of economists who 
were impervious to criticisms while alternative views from 
those deemed outsiders were ignored. All of this was 
reinforced by incentives both inside the profession of 
economists and coming from the vested interests of the 
outside world, leading to conflicts of interest and poor 
practices that had devastating results. 

But it was worse than this. Economists were not just 
innocent bystanders: they helped to bring on _ the 
catastrophe.“ Economic theory at high levels promoted the 
efficiency of financial markets. And other mainstream 
economists promoted the idea of “state failure’—the 
corruptness and ineptness of government meant that 
government intervention to correct problems was likely to 
be worse than the disease. “ 

These mainstream ideas were often wrapped in a garb of 
mathematics and technicalities, which enhanced their 


prestige among an in-crowd and helped to convince policy 
makers that these ideas were scientific and must be true. 


The Ideas and Vested Interests in the Making of Bankers’ 
Club Economics 


A combination of ideas and interests drove an influential 
part of the economics profession into the arms, and even 
the pockets, of the Bankers’ Club. These ideas go from the 
more abstract to the very concrete. At the top of this 
hierarchy is what Joseph Schumpeter calls the pre-analytic 
vision: the general principles that guide our understanding 
of the economy and the ethical norms that should govern it. 
A prominent example is Adam Smith’s idea of freedom, self 
interest, and the magic of the invisible hand of the 
marketplace that transforms individual self-interest into the 
public good. Next are the theories and models, still 
abstract, that specify and reflect this vision. Then come the 
modalities, in some cases alchemy, that translate and justify 
these abstract ideas as legitimate, practical tools for 
managing the economy. 

Of course, many ideas and policies are correct and 
socially valuable. But there are practices that can distort 
these dynamics, and send them in a wrong, even 
destructive direction. 

In particular, vested interests can play a role at all places 
of this supply chain of ideas, helping to develop, promote, 


and market them, often to the disservice of society as a 
whole. 


From Free-Market Vision to Free-Market Policies 


It is one thing to have a broad vision, a pre-analytical view 
of how the economy works and what would be best for 
society, a vision such as Adam Smith’s “invisible hand” and 
the “magic of the market.” But great care needs to be 
taken in translating such broad visions into concrete 
policies. It is important to understand the role that 
economists play in this translation and promotion. A good 
place to start is to look at the internal dynamics of the 
economics profession. 

In “Life among the Econ,” a hilarious anthropological 
spoof of the economics profession, economist Axel 
Leijonhufvud—writing as if posing as an anthropologist— 
notes that the key characteristics of the Econ’s social 
structure are caste and status: “The dominant feature that 
makes status relations among the Econ of unique interest 
to the serious student, is the way that status is tied to the 
manufacture of certain types of implements, called ‘modls’ 
[mathematical models].” Leijonhufvud goes on to duly 
record that “the status of the adult male is determined by 
his skills at making the ‘modl’ of his field.” +8 

Many “modls” were built based on the invisible hand 
vision. If economics were simply a production of theories 
outside the realm of policy—like string theory in physics or 


abstract mathematics—perhaps little of this would matter 
in the scheme of important, practical things. But the way in 
which economic theory is injected into policy debates often 
goes through a series of steps. 

The next step is going from these modls to policy 
proposals and practices. 

Here, we cannot underestimate the profound influence of 
Milton Friedman and his 1953 essay, “The Methodology of 
Positive Economics.” The essay claims that the realism of 
assumptions in economics does not matter in the slightest; 
all that matters is whether the theories’ predictions are 
true. Stanford economist Paul Pfleiderer describes the 
subtle alchemy that some economists try to perform in the 
fields of finance and macroeconomics to go from abstract 
theories to policy practices, by following this alchemist 
recipe: they take highly simplified, abstract models that 
they admit are based on key assumptions that are not 
grounded in knowledge of the real world; then they say 
“Milton Friedman three times” and transform their model 
into a theory they claim applies to the real world, possibly 
with important implications for economic policy. + 

The key claim from Friedman is that realism of the 
assumptions you start with don’t matter because all you 
have to do is “test the predictions of your theory,” and 
either the tests are true or they’re not.+® But as James 
Crotty, Paul Pfleiderer, and others have explained in detail, 
this is a profound cop-out, since, in practice, it is not 
actually possible to test theories’ predictions sufficiently, 


and certainly not at the level necessary to assess whether 
the policy prescriptions are valid. Friedman’s alchemy from 
unrealistic assumptions to policy prescriptions becomes a 
cover for legitimizing theories and even policies by their 
pedigree—who wrote them, which journals published them, 
how elegant the mathematics is, whose interests it serves— 
rather than by the likelihood that they are true enough to 
guide policy. 

One key example where this alchemy had devastating 
impacts on the economy—while helping to bolster the 
Bankers’ Club—is the role of so-called dynamic stochastic 
general equilibrium models in the mainstream 
macroeconomists’ analysis of the economy. This model 
became the dominant tool for analyzing and forecasting the 
economy in the years leading up to the Great Financial 
Crisis both in mainstream academic economics 
departments and, importantly, in the Federal Reserve 
System itself. These “toy” models ruled out by assumption 
most of the key factors that led to the Great Financial 
Crisis. These models basically assumed that unregulated 
financial markets worked best and then, “presto change-o,” 
came out with the results that free-market financial 
markets are best. 

Willem Buiter, a noted mainstream economist, witnessed 
this firsthand as a member of the Bank of England 
Monetary Committee. “The typical graduate 
Macroeconomics and monetary economist’s training 
received at Anglo-American universities during the past 30 


years or so, may have set back by decades serious ... 
policy-relevant understanding. It was a privately and 
socially costly waste of time and other resources ... [As a 
result] the economics profession was caught unprepared 
when the crisis struck.” % 

Milton Friedman was also a great believer in the salutary 
role of competition. In the field of ideas, he and other 
economists believed that good ideas will drive out bad 
ones. If a set of ideas are shown to be wrong, then, almost 
in Darwinian fashion, a new set will beat them out and 
replace them. 

But the staying power of misguided theories of financial 
efficiency and stability of deregulated finance, despite its 
destructive impacts on our economy, belies’ the 
effectiveness of this competition of ideas. All disciplines 
have scholars who develop and try to promote ideas that 
turn out to be wrong, in part or in full. But having selection 
measures, and effective methods for eventually separating 
truth from fiction, is especially important for a discipline 
that aspires to help improve the world. 

Sadly, accumulating research indicates that economics is 
poorly structured to perform this crucial winnowing out 
process. +2 Contemporary economics has two characteristics 
that are especially problematic in this regard: it is very 
hierarchical and centralized, more so than other social 
sciences. In this hierarchical and centralized environment, 
the dominant groups in the profession try to enforce this 
hierarchy and centralization by sanctioning those on the 


inside who might try to significantly “rock the boat” by 
undermining the received wisdom in a fundamental way 
(internal sanctioning), and by trying to prevent outsiders 
who would also undermine the fundamental tenets from 
getting into the hierarchy and moving up. These 
mechanisms reduce the ability of new ideas to get 
developed, propagated, and circulated as “legitimate” 
ideas. The centralized hierarchy plays a key role in 
legitimizing what passes in the wider world as “good 
economics,” and, indeed, economics good enough to impact 
policy. 


Internal Hierarchy 


Multiple processes create and enforce this hierarchy. In 
economics, as in other fields, a scholar’s publication record 
is very important especially for hiring and promotion in top 
research universities (as opposed to four-year liberal arts 
colleges). Economics uses journal rankings to value a 
candidate’s record, and this ranking turns out to be very 
selective. 

Among the dozens of economics journals, just five have 
an outsized impact on hiring and promotion decisions. +2 
Publishing in these five have a large impact on the 
probability of getting hired by one of the top fifty research 
departments, and they have a big impact on getting tenure 
in economics at any of the top thirty-five departments. 
There is also a circular process of hierarchy maintenance. 


Professors at the top-ranked six to eight departments are 
also much more likely to be editors and on the editorial 
boards of these top five journals.#2 A full 43 percent of the 
articles published in the top four journals between 2000 
and 2006 were by at least one author connected with an 
editor at the journal at the time the article was accepted 
for publication. “Connected” means the economist was 
employed at or had gone to graduate school at the 
department at the same time as the editor. Unsurprisingly, 
hiring of new faculty is highly incestuous, with the top 
departments mostly only hiring from the other top 
departments.2+ All of these connections point to a strong 
reinforcing loop of a small in-group at the top of a very 
hierarchical system. 24 


Keeping the Outsiders Out: The Art of Paradigm 
Maintenance 


The exclusion of critical and alternative economic ideas and 
economists from the sites of power and influence within the 
profession helps to preserve its self-reinforcing loop of 
ideas and methods. Almost all nonmainstream economists 
—me included—have firsthand experience with these subtle 
and not so subtle snubs. As a graduate student, I wrote my 
dissertation on the “Political Economy of the Federal 
Reserve,” where I made the point that the Federal Reserve 
is inflation-phobic because inflation harms banks and 
financiers. A friend of mine at the Federal Reserve Bank of 


New York told me that a Harvard economics PhD candidate 
gave a seminar there and made the same argument. 
Afterwards, my friend went up to the PhD candidate and 
asked him if he knew about my work. He said he did, but 
that his advisors had told him not to reference me because 
I had a reputation as a “radical.” This person is now a top, 
well-known policy economist. 

These mechanisms of exclusion negatively impact 
economists with critical or different economic theories and 
methodologies, and they impact economists with different 
demographic characteristics—women, economists of color, 
economists with degrees from and working in non-Western 
countries, and those at nonelite universities. Importantly, 
there is likely a strong connection between substantive 
exclusion and demographic’ exclusion: questions, 
experiences, and problems of women, people of color, and 
those from developing countries will almost certainly get 
less serious treatment and have less salience compared 
with those by White, Western, middle- and upper-class men. 
Bayer and Rouse provide a great deal of evidence that 
identifies these links and impact. 

Cambridge economist Ha-Joon Chang identified twelve 
“schools” of heterodox economic thought. But economists 
with these perspectives are at an enormous disadvantage 
when it comes to the tools and resources needed to develop 
this research and inject these into the disciplinary and 
public debate of economic ideas.** Top graduate students 
from these departments are not even considered for 


positions—much less hired—at the top eight economics 
departments or even the top thirty.22 These students 
generally find jobs at liberal arts colleges or universities 
without PhD programs. Though these are important jobs 
and often very satisfying, the resources and opportunities 
they provide for continued research and public engagement 
are more limited than positions in well-resourced 
universities with graduate students. 

Defenders of the current system argue that the system 
works in the sense that it weeds out “bad-quality 
economics” and “lets “good-quality economics” float to the 
top in the competition of ideas. But there are multiple 
examples of highly consequential mainstream economics 
ideas that were wrong, persisted for decades, and had 
significantly negative consequences for our economy and 
society. I briefly discuss a few examples that are especially 
germane to the role of mainstream economics in supporting 
the Bankers’ Club. These are what I call “Bankers’ Club 
Economics.” 


BANKERS’ CLUB ECONOMICS: TWO BAD IDEAS 


The broad ideas (vision) of free-market efficiency, limited 
role for government (especially in the direct promotion of 
workers’ welfare), and the benefits of free trade set the 
context and tone for mainstream economics. But to be truly 
useful to bankers and other business interests, these ideas 
have to be made much more specific. I have already 


criticized the theories of efficient financial markets 
(chapters 3 and 4), and the idea that “inflation focused 
monetary policy” is the best monetary policy (chapter 7). 
Here I discuss two other harmful economic policy ideas 
that support the Bankers’ Club: share-holder primacy and 
the fiscal cliff. 2° 


The Social Value of Share-Holder Primacy for Corporate 
Management 


In August of 2019, the Business Roundtable, one of the 
country’s most powerful corporate organizations and 
lobbying entities stunned the country when it issued a new 
statement about the governance principles and appropriate 
role for US corporations. As the New York Times reported: 
“Nearly 200 chief executives, including the leaders of 
Apple, Pepsi, and Walmart, tried on Monday to redefine the 
role of business in society—and how companies are 
perceived by an increasingly skeptical public. Breaking 
with decades of long-held corporate orthodoxy, the 
Business Roundtable issued a statement on ‘the purpose of 
a corporation,’ arguing that companies should no longer 
advance only the interests of shareholders. Instead, the 
group said, they must also invest in their employees, 
protect the environment and deal fairly and ethically with 
their suppliers.” 24 

What was stunning about the statement was that, to the 
person in the street, it seems obvious that corporations 


should “deal fairly and ethically” with their suppliers, 
invest in their employees, and, in this day and age, help to 
protect the environment. Even their workers should count. 
Americans are skeptical of the morals of large American 
corporations and doubt that they are going to care all that 
much about their impact on the environment. But who 
knew that for decades they had explicitly believed and 
officially followed the idea that the only group they should 
care about was their shareholders? That is not the way 
corporations described themselves in the first several 
decades after World War II. Then, corporations regularly 
talked about “corporate responsibility” to their workers, 
their communities, and to their country, whether they acted 
on this responsibility or not. 

Economists enabled this massive and _ problematic 
change. The same theories that suggested that financial 
liberalization and self-regulation were the most efficient 
framework for banks and other financial institutions were 
applied to the operations of corporations.#® Applied here 
the theory says managers should allocate capital to 
maximize profit, and, through Adam Smith’s invisible hand 
of the marketplace, the benefits will trickle down to all the 
stakeholders in the firms, including the workers, the 
taxpayers, and the community. 

This theory was driven by wildly unrealistic assumptions. 
To make matters worse, it was implemented in practice in a 
very narrow and self-serving way: it was interpreted to 
mean that corporations should maximize the short-term 


value of their stock prices. Boards of directors issued stock 
options to CEOs that went up in value when the stock price 
of the corporation went up, even in the short run. The idea 
was that, since stockholders care about the value of their 
stockholdings, this would incentivize the CEOs to care 
about the value of their shareholders’ stock as well. But 
CEOs gamed the system, using the profits of the 
corporations to buy back shares of their own stock in order 
to drive up the value of the stock, rather than to invest in 
the company, the workers, the suppliers, or anyone else. 
The theory said that if the CEOs refused to maximize the 
value of the stock, then private equity funds, hedge funds, 
and banks should buy out the company, and they could 
implement these policies. Critical analysts such as William 
Lazonick and Lenore Palladino showed that this approach 
reduced long-term investment, and_ significantly hurt 
workers and other stakeholders. 22 

This was a profoundly Bankers’ Club-friendly theory. The 
major financial institutions such as Goldman Sachs, JP 
Morgan Chase, and others received massive fees from all 
the financial activities involved in stock buybacks, mergers 
and acquisitions, and hostile takeovers that resulted from 
the implementation of the shareholder-primacy approach. 
And in the end, with workers, communities, and suppliers 
left holding the bag, even the major corporations had to 
admit, maybe this strategy was not in the national interest 
after all. 


Falling Off the Fiscal Cliff 


Fiscal debts and deficits are policy issues where tenet- 
driven model building, questionable empirical work, and 
elite economist endorsement contributed to costly policy 
decisions. A central tenet of the free-market theoretical 
perspective is that government intervention in the economy 
should be strictly limited. So, it should come as no surprise 
that much research is focused on showing the dangers of 
excessive government spending and government debt. 
Here as_ elsewhere, economists applied simplistic 
macroeconomic theories and sometimes sloppy statistical 
analyses to support these ideas. 

A clear case of this occurred in the aftermath of the 
Great Financial Crisis when, after a brief Keynesian 
moment of expansionary fiscal policy in the United States 
and Europe to prevent a second Great Depression, both the 
United States and Europe quickly turned back to austerity 
policies out of concern for ballooning fiscal deficits. It is 
now recognized that this excess concern for fiscal deficits 
led to an excessively slow recovery from the Great 
Financial Crisis, with unemployment far higher for a longer 
time than it needed to be. 

This focus on excessive austerity might have been even 
worse if one economics graduate student and two 
economists from my department at the University of 
Massachusetts Amherst had not provided a devastating 
critique of the fiscal phobia claims of two prominent 
Harvard economists, Carmen Reinhart and Kenneth Rogoff 


(R&R).22 Compiling reams of historical data, Reinhart and 
Rogoff had claimed that they had found a fiscal cliff. 
Countries whose government debt surpassed 90 percent of 
GDP were said to find their economic growth decline 
substantially compared with countries that had lower 
government debt levels. These “findings” found their way 
into newspaper and TV stories, and speeches from pundits 
and politicians arguing for cutting budget deficits and 
imposing austerity. 

UMass Amherst graduate student Thomas Herndon, and 
economists Michael Ash and Robert Pollin showed that 
R&R’s evidence of a 90 percent fiscal cliff was wrong: not 
only was there a “spread-sheet error” in the data set, which 
was widely reported, but there were also other problems 
with the way they measured and utilized the data in their 
analysis.2+ This discovery made significant waves in the 
economics profession, in the economics press, and even on 
late-night comedy: Stephen Colbert did a segment with 
Thomas Herndon who had found the coding error in the 
Excel spreadsheet, in which Colbert mercilessly poked fun 
at the Harvard professors. =2 

But this was not the end of the story. 


DISCIPLINING DISSENTING VOICES: MUZZLE, MALIGN, AND 
MARGINALIZE 


Disciplining Heretics 


Robert Pollin, one of the authors of the “fiscal cliff” 
critique, was invited by James Galbraith to appear on a 
panel at the 2014 ASSA (Allied Social Science Association) 
meeting, the major annual meeting of the economics 
profession. The title of the panel was “Costs and 
Consequences of Austerity.” Galbraith asked Pollin to 
discuss his and his colleagues’ famous paper on the “fiscal 
cliff.” 

Also on the panel were the fiscal-cliff paper’s coauthor 
Carmen Reinhart and a collection of other mainstream 
economics luminaries.“ The panel was chaired by Alan 
Sinai, an economic forecaster and consultant, founder of 
Decision Economics in Cambridge, Massachusetts, located 
not far from Harvard University. 

With such a star-studded panel, the conference room at 
the Philadelphia Marriot was packed with people. Pollin got 
up to speak. But Sinai told him that he could not talk about 
the Reinhart-Rogoff paper. Sinai covered up the PowerPoint 
slide keyboard so that Pollin could not present his material 
and turned off Pollin’s microphone. Pollin vigorously 
protested. No one in attendance, either on the panel or in 
the audience, uttered a word of complaint about this 
blatant, unjustifiable, and insulting censorship. Pollin 
continued to protest and finally, to her credit, Carmen 
Reinhart told Sinai, “Let him speak.” Then, and only then, 
did Sinai relent. 

This astonishing story illustrates not only the length to 
which some defenders of the mainstream will go in their 


attempts to protect their reputations and their ideas, but 
also the degree to which others in the profession— 
including some of its professed critics—are willing to 
countenance such disgraceful behavior. 

But it is not only heterodox heretics who are disciplined 
by the mainstream of the profession. 

When prominent members of the dominant mainstream 
group dissent strongly about fundamental principles, and 
especially when they are explicitly critical and vocal, key 
members of the dominant group push back, sometimes very 
hard. A colorful example was the attack on Joseph Stiglitz, 
a Nobel Prize-winning economist, a brilliant economic 
theorist who began focusing also on policy work, first as 
chair of Bill Clinton’s Council of Economic Advisors, and 
then as chief economist of the World Bank. There during 
the Asian Financial Crisis of 1997-1998, Stiglitz roundly 
criticized the International Monetary Fund’s role in 
managing the crisis, and especially the mistaken economic 
theories underlying those policies. After Harvard economist 
Kenneth Rogoff became director of research at the 
International Monetary Fund (IMF), he launched a forceful 
counterattack on Stiglitz who by then had put his criticisms 
in a well-known book: Globalization and Its Discontents. 

Writing for the Prospect Magazine Stephanie Flanders 
described the dramatic scene: 


It’s not often that an IMF seminar turns into the academic equivalent of 
the Jerry Springer show .... Joe Stiglitz had come to the meeting for a 
friendly discussion of his book, Globalization and its Discontent ... 
Instead, he got a (critique) from ... Ken Rogoff, the IMF’s director of 


research. Rogoff to Stiglitz: “Joe, as an academic, you are a towering 
genius,” he said. “As a policymaker, however, you were just a bit less 
impressive.” Rogoff accused Stiglitz of “carelessly slandering” IMF staff in 
a book that was “long on innuendo and short on footnotes.” And he took no 
prisoners in discussing Stiglitz’s blueprint for making the IMF a better 
place, calling it “at best highly controversial, at worst snake oil.” 


The consequences this time were more serious than mild 
shunning. According to Flanders: “Irritated by his frequent 
sallies, the then treasury secretary, Larry Summers (for 
whom I was working at the time) finally secured Stiglitz’s 
departure from the Bank.” =4 


Vested Interests and the Production and Propagation of 
Economic Ideas 


While the internal hierarchies, centralization, and 
reproduction dynamics of academic economics generate a 
self-reinforcing system oof questions, ideas, and 
methodologies that dominate economic fields, a complex 
set of vested interests play an important role in selecting, 
magnifying, and propagating some of them. For example, in 
the run-up to the GFC, prominent academic economists 
assured us that at most modest changes in regulation 
would be necessary to address the crisis. In making these 
claims, most of the economists wore their elite academic 
hat; but it turns out, this wasn’t the only hat they had in the 
closet. 

These closets were cracked open as the Great Financial 
Crisis unfolded. Charles Ferguson’s movie Inside Job 


showed that prominent academic financial economists had 
lucrative connections with private financial firms that they 
did not disclose to the public even when they were pro- 
ffering public policy advice on financial matters that could 
affect the financial fortunes of those financial firms. Some 
touted the dangers of financial regulation and the social 
benefits of new financial innovations. Ferguson noted Larry 
Summers’s long-standing advocacy of financial 
deregulation, while pulling down more than $20 million 
from the financial services sector between 2001 and 2008. 
Glenn Hubbard, chairman of George Bush’s Council of 
Economic Advisors and an _ advocate of financial 
deregulation was paid $100,000 by the defense to testify in 
the case of the two Bear Stearns executives charged with 
fraud by the US government. And, according to Inside Job 
and excellent research and _ reporting by Reuters 
journalists, economists routinely got paid to provide 
testimony and write papers favorable to the 
financial industry. A study by Reuters “of 96 testimonies 
given by 82 academics to the Senate Banking Committee 
and the House Financial Services Committee between late 
2008 and early 2010—as lawmakers debated the biggest 
overhaul of financial regulation since the 1930s—found no 
clear standard for disclosure.” They dis-covered that almost 
one-third of the time academics failed to disclose their 
private financial affiliations.2°2° I and my then graduate 
student Jessica Carrick-Hagenbarth did a study of nineteen 
prominent academic financial and macroeconomic 


economists who provided views on financial regulatory 
policy as part of two prestigious working groups, Squam 
Lake Working Group on Financial Regulation and the 
Financial Reform Task Force that is a project of PEW.2° We 
assessed to what extent these prominent economists had 
paid connections with financial firms, and the degree to 
which they disclosed these connections. Our study 
reviewed media op-eds, interviews, testimonies, and the 
academic publications of these economists between 2005 
and 2009 to study their important potential conflicts of 
interest and whether these were disclosed. 

We found it is quite rare for the academic financial 
economists in our study to identify their private affiliations 
even when writing about financial regulatory issues that 
might affect the private firms for which they work. We 
found that fifteen of the nineteen economists in our study, 
or almost 80 percent, worked in some capacity with private 
financial institutions. Over the period of 2005 through 2009 
we found that, of these fifteen economists with private 
financial affiliations, twelve did not disclose these ties in 
the general media articles, interviews, or testimonies we 
reviewed, and thirteen of the fifteen did not disclose these 
ties in any of the academic publications we reviewed. 

Our findings and those by others just reported pose an 
obvious question: Why wouldn’t these academics tout in 
public that they received money from or were partners in 
prominent financial firms? Wouldn’t this enhance their 
reputations as economists with practical and valuable “real 


life” experiences, as people with valued knowledge in the 
marketplace? Wouldn’t this enhance the credibility of their 
arguments?=4 The answer is almost certainly that these 
economists, and those who paid them, believed that the 
value and credibility of their claims would be much 
enhanced if these were wrapped in the “scienticity,” 
objectivity, and expertise that comes with being an elite 
member of the “queen of the social sciences.” 

There is evidence based on journalists’ reporting that 
those paying these economists value the public perception 
of academic economists as objective, neutral experts. A 
mini-industry of intermediaries has arisen which pairs 
willing economists with companies wanting “expert 
opinion” to impact regulatory hearings or legislative 
battles. These consulting and advisory companies include 
Promontory Financial Group founded by Eugene Ludwig, 
comptroller of the currency under Bill Clinton, which 
specializes in finding academic experts to consult with 
financial companies. Other prominent firms include Oliver 
Wyman, Charles River Associates, and National Economic 
Research Associates who “are devoted to helping Wall 
Street firms find academics.” #2 David Kocieniewski in the 
New York Times profiled two academics, Craig Pirrong, a 
professor of finance at the University of Houston, and Scott 
H. Irwin at the University of Illinois, who have written 
papers and testified against regulation of commodity 
speculation, while receiving, without disclosing, large sums 


of money from commodities firms and other financial 
institutions involved in commodities trading. *2 

Lee Fang asks: “How much difference can one academic 
make?” He suggests quite a lot. One of the provisions 
passed in the Dodd-Frank Financial Reform Act was to 
impose limits on speculative trading in commodities under 
some circumstances. Pirrong advocated against action on 
speculation in a report for the Cato Institute, in an opinion 
piece for CNN Money, and in comments in major outlets 
like the Financial Times. Firms that traded in these 
commodities opposed the limits and urged congress to 
heed the research by Scott Pirrong, who they said was 
among the “community of responsible scholars of energy 
markets.” Commodities traders sued to prevent this part of 
the law from going into effect. In their brief they cited 
Pirrong seven times. The court sided with the commodities 
traders. According to Fang, in every instance of Pirrong’s 
involvement with the position-limit rule, he identified 
himself as a professor of finance and as the energy markets 
director for the Global Energy Management Institute at the 
Bauer College of Business at the University of Houston. 
Michael Greenberger, a law professor and former assistant 
to Berksley Bjorn, testified before Congress alongside 
Pirrong. He told Lee Fang that he had no idea that Pirrong 
was so involved with the industry. According to 
Greenberger, if Pirrong’s funding had been disclosed 
during the course of his advocacy against the position-limit 
rule, “his influence would have been a tenth of what it is.” “ 


When asked about these connections, these academics 
insist that they only promoted ideas that they believe based 
on academic, objective grounds. And short of evidence to 
the contrary, one cannot dispute this on a case-by-case 
basis. Still, we know that these incentives created by 
potential conflicts of interest could be a cause for concern. 
Medicine has had a relatively long history of studying this 
question, particularly with relation to pharmaceutical 
company funding. A substantial set of studies done from 
the 1980s to the present time have found that 
pharmaceutical affiliations of the researchers and study 
authors biased outcomes in favor of the sponsoring 
affiliation. There is strong evidence that in the case of 
pharmaceuticals, financial interests do affect research 
results. It seems prudent to consider this possibility in the 
case of academic economists. 


BUSTING BANKERS’ CLUB ECONOMICS 


Economics as a profession has not contributed as much as 
it could to identifying and helping to solve our economic 
ills. In fact, it has sometimes made things worse. Two 
changes would greatly improve the degree to which 
economics can better serve society. First would be to limit 
the conflicts of interest that are currently so pervasive in 
the field. And second would be to remove the obstacles that 
limit the production and dissemination of diverse research 


and ideas and, as a related matter, facilitate the 
participation of a diverse array of economists. 

Fortunately, those who have been negatively affected by 
these obstacles have been fighting against them for 
decades. Over these years, these individuals and groups 
have invested in creating infrastructures to provide parallel 
research, teaching, and knowledge promotion structures 
that can both compete and interact with the dominant 
mainstream structures. They have also contested the 
policies and norms at the major organizations, such as the 
American Economic Association (AEA). These efforts have 
made some significant progress. 


Creating Parallel Research and Teaching Institutions 


During the social and political turmoil of the 1960s, 
especially the civil rights and _  anti-Vietnam War 
movements, some economics graduate students and some 
mostly young professors challenged their mainstream 
economics teaching and teachers. Rediscovering buried 
economics ideas, such as Marxian economics, institutional 
economics, even the authentic Keynesian economics, and 
building on the post-Keynesian writings of Joan Robinson, 
Nicholas Kaldor, and other students or fellow travelers of 
Keynes, connecting with ideas emanating from developing 
countries on imperialism and dependency theory, they 
created a new economics that some of them called “radical 


yw 


economics.” A group of students and faculty formed in 


various universities, including Harvard, where Samuel 
Bowles, a prominent economist, was denied tenure, largely 
because of his anti-war activities and his leftward turn. 
Some other top economists faced similar fates, while others 
simply got disillusioned by being surrounded by 
uninterested and in some cases hostile colleagues. Out of 
this turmoil, several economics departments became 
refuges for these mostly younger, exiled scholars. Some, 
like my department at University of Massachusetts, decided 
to create a new focus from scratch to accommodate these 
new ideas.* Another university, the New School for Social 
Research, had been a refuge for heterodox ideas since it 
had sheltered European scholars fleeing the Nazis. Other 
programs at the University of Utah, University of Kansas 
Missouri, University of California Riverside, Notre Dame, 
and American University took related but idiosyncratic 
trajectories. All became centers for research, teaching, and 
the training of PhD economists with heterodox 
perspectives. 

While contesting the mainstream ideas, these centers 
themselves became sites of contestation from relatively 
excluded groups’ ideas, including feminists’. Over time, 
many ideas and research areas, including racism, 
discrimination, and stratification economics, found homes 
and developed, sometimes in uneasy partnership with these 
institutions. Similar institutions and struggles have taken 
place in European and British universities as well, but with 
rather different dynamics. 


While the fortunes of these departments have risen and 
fallen over time, they have produced hundreds of PhD 
economists and generated reams of journal articles and 
libraries of books. Yet, the centralization, hierarchy, and 
exclusion in the economics profession have placed major 
obstacles in the way of these departments and scholars, 
even as some of their ideas, without attribution, have made 
their way into the mainstream and gained legitimacy when 
uttered by mainstream voices. 


Creating Supporting Organizations and Journals 


With the production of several generations of heterodox, 
radical, and feminist economists have come a plethora of 
journals and supporting organizations that they have 
created. The Radical Economists of the 1960s created the 
Union for Radical Political Economics and the connected 
journal Review of Radical Political Economics. In England, 
the Cambridge Journal of Economics was created and since 
then more than a dozen, heterodox-friendly journals have 
been started. Among the most successful newcomers was 
the formation of IAFFE (the International Association for 
Feminist Economics) and its journal, Feminist Economics. 
These, joined more Marxist-oriented journals, some of 
which had been around for longer, including Paul Sweezy 
and Harry Magdoff’s Monthly Review and numerous others 
in the United Kingdom and Europe. Still, these journals 
face the exclusionary mechanisms created by the top-five 


journal system and the hiring and promotion practices 
connected to them. This creates a substantial barrier for 
economists interested in these issues and publishing in 
these journals to getting positions in research universities 
and succeeding there. ** 


Creating Think Tanks and Research Centers 


The mainstream and right-wing think tanks such as 
Brookings, AEI, and Heritage have dominated the 
economics space. But over the last several decades, they 
have been challenged by research institutes doing research 
from a variety of nonmainstream perspectives. Notable 
institutions are the Economic Policy Institute, the Institute 
for Policy Studies, the Center for Budget and Policy 
Priorities, the Center for Economics and Policy Research, 
the Institute for Women’s Policy Research, and the 
Roosevelt Institute, among others. In addition, there is a 
number of research institutes and centers connected to 
universities. These undertake policy-relevant research 
while helping to train graduate students in economics. 
These include the Political Economy Research Institute at 
the University of Massachusetts Amherst (founded by 
Robert Pollin and me), the Schwartz Center for Economic 
Policy Analysis at the New School for Social Research, and 
the Levy Institute at Bard College in New York. 

The Institute for New Economic Thinking in New York, 
though not connected to any particular university has 


played an important role in funding, mobilizing, and 
disseminating critical economics research from the United 
States and abroad. Importantly, they have hosted the Young 
Scholars Initiative (YSI), which helps to create a research 
community among younger students and scholars. 


Creating Competing Textbooks and Other Tools for 
Teaching 


Paul Samuelson wrote in the 1990, slightly tongue in cheek 
no doubt: “I don’t care who writes a nation’s laws—or 
crafts its advanced treaties—if I can write its economics 
textbooks ... The first lick is the privileged one, impinging 
on the beginner’s tabula rasa at its most impressionable 
state.” “ The mainstream is still trying to control who gets 
a shot at this tabula rasa. Harvard’s Economics Department 
prevented Stephen Marglin, a tenured and _ chaired 
professor and one of the world’s most highly regarded 
“heterodox” economists, from teaching in the department’s 
introductory macroeconomics sequence. A student revolt 
took place but the department would not budge. 

As with placing and promoting economists, the major 
research universities have been difficult to penetrate. One 
recent initiative, an ambitious open-source economic 
curriculum project, CORE (Curriculum Open-Access 
Resources in Economics), led by economists Samuel 
Bowles, University of Massachusetts Amherst, and Wendy 
Carlin, Oxford University, has been written and produced 


online by a group of more than two dozen economists from 
around the world. Their introductory textbook The 
Economy is available online for free. In the United 
Kingdom, more than half of the eighty universities use the 
text in at least one class, and in the United States, the text 
is used in courses in seventy universities and community 
colleges. Moreover, universities in sixty-three countries use 
CORE in more than five hundred courses.*® CORE is just 
one of many promising and successful curricular initiatives 
promoting heterodox economics, all of which can provide 
increasing competition in the realm of knowledge and 
ideas. 


Young People Lead 


As in previous revolts against the orthodoxy, young people 
are key. Critiques of Bankers’ Club economics and 
increasing wealth and income inequality emerged with the 
Occupy Movement led by young people in the wake of the 
Great Financial Crisis. Young people have also played an 
important role in more academic levels as well.*4 Despite 
the continued hegemony of mainstream economics, there 
are several groups that seek to encourage pluralism in 
theoretical approach and heterodox economics. ‘The 
Institute for New Economic Thinking is one such 
organization that promotes the ideas of economists that 
challenge conventional wisdom and advance ideas to better 
society through funding research, organizing seminars and 


conferences, and supporting young scholars who are 
interested in exploring nonmainstream approaches in 
economics. Its Young Scholars’ Initiative, since its inception 
in 2011, has grown to be a global community of more than 
17,000 young scholars in 125 countries. Organized into 
twenty topical working groups such as Financial Stability, 
Economic Development, States and Market, Economic 
History, Keynesian Economics, History of Thought, and 
Economics of Innovation, which are organized largely by 
students and young scholars, this network provides a 
robust community for discussion of topics and theoretical 
frameworks that often do not find much support within 
traditional economics departments. Many of the students 
who have participated in YSI have found it to be a fertile 
ground for interactions with established scholars and 
practitioners in the field, but also for finding like-minded 
and critical collaborators. 

A similar student-led group that promotes pluralism in 
economics is Rethinking Economics. Rethinking Economics 
initially started in the United Kingdom, but now has several 
local student groups affiliated with it all over the world. 
According to their website, Rethinking Economics works to 
“empower and grow individual student organizers, local 
groups, and national networks around the world to reform 
our economics curricula; diversify and decolonize the 
discipline and build a community of future-focussed 
economists.” 


Several new student groups have also emerged that 
focus on pushing for improved diversity in economics. 
Organizations such as the Sadie Collective, Women in 
Economics Initiative, and Black Economists Network, 
among others, have been organizing around improving the 
representation of marginalized groups within economics. 
Diversifying and Decolonising Economics (DDE) argues 
that Eurocentrism in economics helps to explain the 
dominance of mainstream economics. DDE argues that 
organizing to diversify the ranks of economists from around 
the world can greatly improve the quality of economics. 


Contesting the National Organizations: Codes of Conduct, 
Gender Issues, Race 


Heterodox economists have pushed and cajoled major 
economics organizations, including the AEA, in various 
ways. Early actions in the 1970s involved protests against 
the “Chicago Boys”—including Milton Friedman, Arnold 
Harberger, and James Buchanan—who were key advisors to 
Chilean dictator Augusto Pinochet. Heterodox economists 
were essential to the creation of CSWEP, the Standing 
Committee on the Status of Women in the Economics 
Profession at the AEA.*8 In the wake of the Great Financial 
Crisis and the revelations about the role of economists in 
enabling the disaster. some AEA members, led by 
heterodox economists, pushed the AFA to adopt a “conflict 
of interest” policy, requiring economists to report potential 


conflicts of interest in their research work when publishing 
in AFA journals, and urging that they do the same in their 
other research and outreach areas, such as non-AFA 
journals, media appearances, and _ testimony.*2 More 
recently, new revelations of hostile environments toward 
female PhD students, job candidates, and professors has 
led to a push for the AEA to address these concerning and 
long-standing problems. Similarly, some economists have 
pushed the AEA to address the _ relatively poor 
representation of women and people of color in tenured 
positions at university economics departments and PhD 
programs. These activists are not all heterodox economists, 
but the push to alter the profession is certainly a challenge 
to the mainstream. Promoting ethical behavior by 
economists, including transparency in conflicts of interest, 
should be a guiding principle of the economics profession 
and of the AEA as its premier membership organization. 
The Conflict-ofInterest Disclosure Codes established in 
2010 were broadened in 2018 to be an AEA Code of 
Professional Conduct. Raising this a big step further, 
DeMartino and McCloskey argue that a whole field of 
professional economic ethics should be developed to study 
and address issues such as those discussed here. 


CONCLUSION 


The bankers found powerful allies when economists joined 
the Club. Fortunately, Bankers’ Club economics is being 


hotly contested by many economists who do not want to be 
members of that particular club. 


SECTION III 


Finance for the Rest of 
Us 
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Financial Regulation for 
All 


WHAT IS TO BE DONE? 


Busting the Bankers’ Club has described roaring banking 
and decoded the broad network of people and institutions 
that sustain it. This self-reinforcing and _ self-serving 
juggernaut is powerful, but it is not invincible. Roaring 
banking can be tamed, reformed, and replaced, but only if 
its protectors, the Bankers’ Club, are severely weakened or, 
better yet, destroyed. Success will depend on an effective 
countermovement of activists, policy makers, academics, 
practitioners, customers, and citizens who demand and 
fight for change. Thankfully, as I have already described, 
there are many such Club Busters who have been working 
for decades to make our financial system more stable, 
accountable, fair, and efficient, and to ensure that it 


contributes significantly to addressing the big problems 
that confront our society. 

More specifically, I believe we need to pursue at least 
three key objectives for financial reform and restructuring. 
One is to greatly reduce the frequency and severity of 
financial crises. A second is to create a financial system 
that allocates credit and financial services more efficiently 
to serve the genuine needs of our economy and the people 
in it. These needs include productive investment, affordable 
housing, retirement, job creation, addressing climate 
change, and education. A third objective is to operate in 
such a way as to reduce glaring inequalities among classes, 
racial and ethnic groups, and gender distinctions. Far from 
being a major engine of income and wealth inequality, 
finance should become a tool to reduce these glaring 
disparities. 

We need to pursue three complementary projects to try 
to achieve these objectives: improving financial regulation, 
creating more publicly oriented financial institutions like 
public banks, and protecting and restoring political 
democracy. 

In this chapter I discuss improving financial regulation, 
the first and most often analyzed task. The need for better 
regulation is not hard to justify. As I have shown in Busting 
the Bankers’ Club, our financial system remains risky, 
bloated, and dangerous. We need a system that is more 
stable, that is safer. But having a financial system that does 
not crash our economy every few decades is a minimal 


requirement for regulation of a key industry, especially one 
that gets massive support from taxpayers and the 
government. Would we tolerate a government-subsidized 
automobile industry in which the majority of cars randomly 
caught fire every six or seven years? Wouldn’t we also 
demand that the cars actually get us from point A to point 
B? Financial regulatory reform should do more than just 
prevent finance from blowing up our economy; it should 
make the financial system work on a daily basis for the rest 
of us. 


FINANCIAL STABILITY 


Financial regulation’s first job is to maintain financial 
stability. This means ending the destructive cycle of 
financial excess followed by financial crash and 
government bank bailouts. This destructive cycle not only 
harms our economy, but it also poisons our politics. These 
regulatory failures and government bailouts lead to 
increased inequality where bankers get richer and most 
other people pay the price, fostering resentment and 
contempt for our government. The financial regulatory 
system failed miserably to prevent the Great Financial 
Crisis of 2007-2009, and the Federal Reserve and US 
government spent billions bailing out Wall Street. The 
crash and these bailouts triggered a political “Tea Party” 
firestorm that, in a more dangerous incarnation, still 
plagues our politics today. 


In Busting the Bankers’ Club, I have described the 
structures of our modern financial system that are 


problematic for financial stability. Reviewing these will also 


highlight the problems that better financial regulation 
needs to fix. 


¢ Roaring Banking: The financial system is dominated by 


mega banks that are too big to manage, too big to 
regulate, too big to fail, and too big to jail. These 
“universal banks”—made possible by the gutting of the 
Glass-Steagall Act in 1998 and several related 
deregulatory actions around that time—engage ina 
very wide range of financial activities, including deposit 
taking, securities underwriting, derivatives trading, 
proprietary trading, structured finance, and even 
commodities trading.+ When they operate in a broad 
environment of lax regulation and weak enforcement, 
mega bankers take on excessive risks, and help to 
create a web of debts and obligations that lead toa 
house of cards of interconnections across the financial 
world, so that when things start to unravel, much of the 
financial system is threatened. 


Too Big and Too Complex to Regulate: The problem 
with these mega banks stems from both their massive 
size and their broad scope of allowable activities. 
Regulatory authorities believed they lacked the 
knowledge and capacity to regulate these behemoths 
and the markets they operated in, so the regulators 


opted for a system of banker self-regulation and 
outsourced the rest to private watchdogs. The mega 
banks self-regulated with complex, flawed internal 
models that were supposed to measure and warn of 
excessive risks but that actually just ratified current 
bank behavior. And the outsourcing was to credit rating 
agencies, accounting boards, and other 
nongovernmental institutions that were highly 
conflicted or captured. All around, foxes were guarding 
henhouses. 


Too Big to Fail and Too Big to Jail: As the Lehman 
Brothers’ bankruptcy showed, letting these behemoths 
fail is a very risky proposition. And the Justice 
Department is reluctant to criminally charge officials of 
these banks, even though their banks have been found 
frequently to have violated the law and had to pay large 
fines.2 As a result, unlike after the Savings and Loan 
Crisis of the 1980s, no major bank officials went to jail 
following their malfeasance in the Great Financial 
Crisis of the 2000s. 


Perverse Incentives and Conflicts of Interest: The 
system was riddled with conflicts of interest and 
perverse incentives. The credit rating agencies were 
paid by the banks who needed high ratings for their 
securities: they demanded top ratings or they would 
take their business elsewhere. Bankers made money by 
selling securities to customers and then bet against 
them, contributing to their downfall. Lenders lent to 


households they knew could not repay because they got 
up-front bonuses, and by the time the chickens roosted, 
the bankers had gone elsewhere. 


Proprietary Trading: Banks made risky bets with their 
own resources in the hopes of generating short-term 
gains for the traders and top management, hoping that 
the government would bail them out if their bets failed 
—became rampant in these mega banks. 


Captured Regulatory Agencies with the Coverage of a 
Sieve: Even when some regulatory agencies attempted, 
in principle, to regulate these financial institutions and 
markets, many chose not to do so because they were 
members of the Bankers’ Club—captured by the 
industry they were regulating. And in some cases, there 
was no clear authority in the complex patchwork of 
regulatory agencies as to who had responsibility for 
regulation in specific cases, so institutions and 
practices fell through the cracks. 


Financial Fraud by banks was pervasive in the run-up 
to the crisis. This started at the very bottom of the 
supply chain, when mortgage initiators tricked home 
buyers with high-cost and dangerous mortgages, and 
went all the way to the top, when bankers sold 
securities to their clients and then bet against them. 


Derivatives and Securitization Amplify Risks and 
Dangerous Interconnectedness: The short-term 
enrichment schemes and long-term risks taken on by 


the mega bankers and other financial players were 
made much easier and much more dangerous by 
unregulated financial innovations, including securitized 
assets, credit default swaps, and other derivatives. 
These allowed the bankers to bet with borrowed money, 
while trying try to pass on risks to others, earning fees 
each step of the way. For example, credit default swaps 
were touted as a kind of insurance taken out on risky 
securities. But they could be turned into betting 
machines on the value of those securities. 
Securitization was a way to slice and dice pools of 
mortgages and pass the risks off to others while nailing 
down the fee payments today. Without these readily 
available gambling tools, fewer gambles would have 
been taken and fewer bets lost. 


Excessive Leverage; A House of Cards: A key 
implication of these products and practices is that in 
much of the financial system, there was egregiously 
excessive leverage—way too much debt relative to the 
assets on the balance sheets. Assets were bought with 
short-term borrowing rather than capital; derivatives 
were entered into with an obligation to pay off under 
various circumstances—creating an implicit debt. 
These enormous debts—explicit and implicit—tied 
many institutions together in a web of obligations and 
liabilities. When confidence evaporated, these 
institutions pulled each other down, like a team of sled 
dogs tied together and all falling down if even just one 


of them trips. 


Shadow Banking; Water, Water Everywhere: To exist, 
these assets and activities had to be financed. When 
mega banks buy millions of dollars of mortgages that 
have been packaged into asset-backed securities (ABS) 
they have to pay for the mortgages until they sell them 
off. Banks could have done this by raising more equity 
(capital) investment from their owners, or by borrowing 
long term from their creditors. But they mostly 
borrowed very short term—on a daily basis—from the 
global financial markets. This daily borrowing funded 
assets held for weeks or months. Thus, much of the 
roaring banking business model depended on 
borrowing short-term money from money market funds, 
pension funds, nonfinancial corporations, and foreign 
institutions—what have become known as the 
unregulated “shadow banking” system. During the 
boom, the shadow banking system provided enormous 
amounts of short-term financing—“liquidity”—to the 
mega banks. But when Lehman went bankrupt, and no 
one knew which bank was going to fail next, it was 
impossible to borrow: there was water, water 
everywhere, but not a drop to borrow. As economist 
Jane D’Arista put it: When the crisis hit, there was a 
run on the banking system by the banking system. The 
movie Margin Call brilliantly showed how mega banks 
sold whatever assets they could to try to get liquidity, 
driving down the price of assets for everyone, and 


pushing financial institutions to the edge of bankruptcy. 


Asset Bubbles That Burst: This plentiful liquidity and 
web of debt facilitated a huge increase in the price of 
houses, and the asset-backed securities and derivatives 
connected to them. This asset bubble was both a tell- 
tale sign and a driving cause of the financial calamity 
that occurred. This bubble machine was further 
enabled by the low interest rates engineered by Alan 
Greenspan and the Federal Reserve. When it burst, the 
fragile house of debts and bets collapsed. 


¢ A Complex, Interconnected System: The end result of 
this web of high levels of debt, complex and opaque 
securities that were spread throughout the global 
financial system by massive banks who themselves 
were making debt-financed bets on these products, and 
derivatives like credit default swaps that created a 
complicated chain of A owes B who owes C if this or 
that happens was a fragile, interconnected system that 
would inevitably come crashing down. 


The Dodd-Frank Way 


Dodd-Frank was designed to address some of these 
problems but in the end failed to confront the core issues of 
size, interconnectedness, conflicts of interest, perverse 
incentives, and shadow finance. Dodd-Frank increased the 
capital requirements facing the mega banks, limited the 


amount of leverage the big banks can take on, imposed 
liquidity requirements on them to make it more likely that 
they could prevent bank runs, and implemented weak 
restrictions on proprietary trading. Dodd-Frank also placed 
a limit on the degree to which mega banks could lend to 
each other in an attempt to reduce the key problem of 
dangerous interconnectedness within the financial system. 
Dodd-Frank implemented an early warning system by 
introducing stress tests on these banks to see if they could 
survive big shocks to the financial system. On the back end, 
it required these systemically dangerous banks to create a 
plan to wind themselves down. 

A Dodd-Frank bright spot was the creation of the 
Consumer Financial Protection Bureau, which was 
designed to prevent the selling of fraudulent and 
dangerous financial services to consumers. 

Otherwise, Dodd-Frank made only marginal changes in 
the overall structure of financial regulation. It closed one of 
the most egregiously captured regulatory agencies, the 
Office of Thrift Supervision, and instituted a Financial 
Stability Oversight Council, headed by the secretary of the 
treasury and consisting of the major regulatory agencies. 
This council is supposed to serve as a_ regulatory 
coordinating mechanism, but critics worry that it has 
insufficient authority to really do its job. 

The failings of Dodd-Frank became abundantly clear just 
ten years after its passage when the COVID-19 panic hit in 
March 2020, and then again in the spring of 2023 with the 


failures of large banks in the United States and in 
Switzerland. In these episodes, the culprits were the 
unregulated shadow banking economy of money market 
funds, hedge funds, private equity and other sources of 
short-term financing, and even cryptocurrencies. Even 
medium-sized banks like Silicon Valley Bank appear to be 
Too Big to Fail. 


New Problems 


New problems include the increased size and reach of asset 
managers, hedge funds, and private equity firms which are 
lightly regulated at best, creating significant cause for 
concern. More and more of the world’s financial activity 
takes place in so-called private markets, which are not 
subject to many of the regulatory rules that formally 
incorporated companies face. The increase in the relative 
size of these private markets means that more and more 
financial activity is taking place outside the purview of 
regulation. The shadows are getting bigger.= In addition, 
there are new technologies and institutions disrupting the 
financial system and risking financial instability. The rise of 
unregulated cryptocurrencies and assets and financial 
technology more generally has created challenges for the 
stability of the financial system and the economy.* The root 
problem here is the absence of a comprehensive financial 
regulatory system that, by default, regulates all financial 
institutions and all markets. 


Making all this even more difficult is that modern 
financial markets are global. This does not mean that there 
has to be complete global agreement and coordination for 
all financial regulations. The United States has a huge 
financial footprint on the global scene so it has more than 
its share of power in setting global regulatory standards. 
But even the United States cannot completely ignore the 
opportunities for regulatory evasion by banks who, at some 
cost, can move operations abroad to lower-regulation 
jurisdictions. 

The Dodd-Frank approach to financial regulation was to 
try to be a broad-sweep fix. Clocking in at 848 pages with 
390 rulemaking requirements for regulators leading, by 
one estimate, to 15,000 pages of final rule releases in the 
Federal Register, Dodd-Frank is a Swiss-cheesed colossus. 2 
The main reason for this length and complexity is edifying. 
As with the US tax code, length and complexity arise from 
lobbyists’—in this case the Bankers’ Club’s—attempt to 
block and complicate the rules at every turn in order to 
create loopholes and ambiguities they can exploit. 

The lesson for future reform is that a simpler approach 
to regulation, one with clear, bright red lines and easy to 
interpret rules, is much preferable to a very long and 
complex set of restrictions that the bankers and lawyers 
game. 

In the wake of Dodd-Frank, many proposals have been 
suggested to improve financial stability regulation. A 
popular approach to financial reform is to build on Dodd- 


Frank by trying to plug all the holes in it: increase the 
capital, leverage, and liquidity requirements; bring more of 
the shadow banking system under regulation; implement 
rules governing conflicts of interest such as those facing 
the credit rating agencies; plug the holes in proprietary 
trading and derivative rules; create regulations for crypto 
and other new financial technologies. ® 

Criticisms of this approach stress that the rules will still 
be long and incomplete and hard to enforce. More 
importantly, some critics argue, the mega banks will still be 
too big, too powerful, and too dangerous. Their size and 
complexity will make it hard to enforce the rules, and their 
political power will make enforcement even harder. Finally, 
in the end, if the megas get into trouble, there will still be 
massive pressure to bail them out. 

Some economists have argued that there is a relatively 
simple way to protect financial stability: stop financial 
panics and bank runs. They argue that, when all is said and 
done, the main threat to financial stability is the propensity 
of the financial system to have panic liquidity runs and 
subsequent asset fire sales that lead to the evaporation of 
financial wealth and threaten bankruptcies.7 At the risk of 
some oversimplification, one can summarize this view: stop 
financial runs and you will stop financial crises. 

Various proposals have been suggested to accomplish 
this.2 One focuses on making sure banks have the reserves 
to cover all their obligations (sometimes this is called 100 
percent reserve banking); a second requires banks to invest 


in only the very safest loans and assets (limited purpose 
banking); and a third requires that banks reduce or 
eliminate short-term borrowing to fund long-term or illiquid 
assets (shut off their access to shadow banking). 

The Achilles’ heel of these proposals is their singular 
focus on runs as the main cause of financial instability. This 
ignores the myriad other factors—discussed earlier—that 
render financial markets unstable and risk government 
bailouts. That is, there is good reason to believe that these 
liquidity problems are symptoms of much _ deeper 
underlying structural problems in finance and that these 
deeper problems themselves must be addressed. Among 
the most important of these is to address the economic and 
political dangers of having a financial system that is 
dominated by a small group of mega banks. Hence, in my 
view, more fundamental reform and restructuring are 
required. 

A few principles are essential in reforming the financial 
regulatory regime: 


1. Simpler Is Better, with Clear Bright Lines: All else 
being equal, simpler and brighter makes it easier to 
enforce the rules and harder for the banks, their 
economists, and their lawyers to game the system. 


2. Comprehensive Coverage: All financial institutions and 
markets should be within the perimeter of regulatory 
oversight. Of course, the type of oversight could differ 
depending on the type of risks these pose, but they all 


should be brought out of the shadows in order to limit 
their possible abuses and dangers. 


3. Strictly Limit the Concentrations of Private Power: 
Limiting the size and reach of private financial 
institutions, such as the mega banks, is of critical 
importance to the success and sustainability of 
financial regulation. This helps to address the 
TBTFTMTRTJ problem—that is, the mega banks are 
“too big to fail, to manage, to regulate or to jail.” 


4. Adopt a Precautionary Approach to Financial 
Innovation: Dynamic financial innovation is a hallmark 
of financial markets and institutions. Some of this 
innovation brings significant benefits to society. But in 
recent years, too much of it has been designed to avoid 
regulations and limit transparency. As we have seen, 
sometimes, these innovations lead to dangerous 
financial products. Given the uncertainties and possible 
dangers associated with these innovations, financial 
regulators should adopt a precautionary approach, 
requiring all new innovations to be licensed and 
regulated. In especially risky cases, these innovations 
should be required to demonstrate their value and 
safety prior to widespread dissemination. 2 


For implementing these principles, I can state the major 
priorities for financial stability regulation in four mandates: 


1. Downsize and simplify the mega banks; 


2. Regulate shadow banking to end financial runs; 
3. Leave no financial institution unregulated; 


4. Implement a precautionary principle. 


Cutting the Mega Banks Down to Size 


In my view, we should start with attacking financial 
instability and the Bankers’ Club head-on by simplifying 
and cutting the mega banks down to size. One way to do 
this is to pass and implement a new Glass-Steagall Act. +2 
This Act, like its namesake from the 1930s, would break up 
the banks by separating investment and securities activities 
from deposit taking and lending. This would greatly 
simplify banking and make it easier to manage and 
regulate. A key complementary measure is to directly 
reduce the size of these mega banks. This recognizes that, 
even if these banks were separated into these separate 
businesses, they would still be very large. To accomplish 
this, limitations could include asset caps, tight leverage 
limits, and high capital requirements. + 

Eliminating the Too-Big-to-Fail banks and enhancing the 
stability of the markets in which they operate will have 
many benefits. First, it will enhance financial stability and 
reduce the number and depth of destructive financial 
crises. Second it will eliminate the mega bank Too-Big-to- 
Fail bailout subsidies that discriminate against smaller 
banks by increasing their costs of funds. This will make it 


easier for smaller banks to thrive. And finally, reducing the 
size and scope of roaring banks will reduce the enormous 
political power these bankers have, weakening the overall 
power of the Bankers’ Club. 

Reducing the scope and size of the roaring banks will be 
a critical first step but it will not be sufficient to increase 
financial stability if the broader financial markets are 
subject to significant speculative and risky activities. Of key 
concern is the problem of runs and fire sales that 
precipitate crises. In line with some of the ideas discussed 
earlier, there should be strict limitations on the use of 
short-term borrowing to finance long-term assets.“ In 
addition to addressing the unstable liquidity of the shadow 
markets, controlling derivatives and reducing the opacity of 
structured securities and other complex securities, it will 
be necessary and important to address emerging financial 
stability challenges. This means that no financial 
institutions of any significant size can be left behind. All 
systemically important institutions and markets must be 
firmly within the perimeter of financial regulation. 


Regulate the Shadow Banking System 


The large-scale financial runs on the banking system in 
the spring of 2023 demonstrated again the need to bring all 
major financial institutions under stricter regulatory 
oversight. Institutions such as venture capital firms with 
large amounts of funds played a key role in bringing down 


Silicon Valley Bank. This was a warning that as the web of 
finance grows, so too should the net of regulation. 


Leave No Financial Institution or Market Unregulated and 
Use Precaution: Crypto and Fintech 


The most vexing of the new financial stability challenges 
come from cryptocurrencies and other financial technology 
products. These are based on relatively new and evolving 
technologies, which present challenges for fraud and 
exploitation, may facilitate illegal behavior such as money 
laundering and theft, and present unclear benefits in terms 
of providing productive financial services to households, 
businesses, and communities. Some regulators are greatly 
concerned that if these are interconnected with the core 
banking system, they could pose very serious financial 
stability risks. Gary Gensler, Biden’s appointed head of the 
SEC and himself an expert on_ crypto,’ called 
cryptocurrencies “primarily scarce vehicles for speculative 
investment” and an asset class “rife with fraud, scams and 
abuse in certain applications.” Jerome Powell, chair of the 
Federal Reserve, noted in response to a question: “I never 
understood the valuation of [cryptocurrencies] ... they 
don’t have any intrinsic value, but nonetheless trade for a 
positive number.” Many experts doubt the social benefits of 
many of these products and platforms. This would be 
concerning enough if all we cared about was fraud, 
manipulation, and financial stability, but on top of these 


potential problems, we have an even bigger problem: the 
production of crypto, so-called crypto mining, requires a 
huge amount of electricity—most of which is produced with 
fossil fuels. So, if this financial “innovation” has highly 
questionable benefits and imposes significant social and 
economic costs, then its raison d’étre is questionable at 
best. 

A financial regulatory system that utilized a 
precautionary principle and that was attuned to the 
environmental dangers associated with crypto would be 
empowered to incorporate the climate change dangers 
associated with crypto in the process of designing financial 
rules to govern it. An encouraging sign in this regard is 
that President Biden’s 2024 budget includes a 30 percent 
tax on the electricity used for crypto mining.“ Further 
action against crypto’s carbon footprint is required. 

In addition, at a minimum, a precautionary approach to 
cryptocurrencies would make sure first that they were well 
segregated from the core banking system so that when they 
fluctuate in value, they do not threaten our central banking 
and monetary systems. The collapse of the _ crypto- 
connected bank Silvergate in the winter of 2023, and the 
failure of the Silicon Valley Bank soon thereafter, provide a 
stark warning in this respect. Second, in order to protect 
investors and households against scams and frauds, crypto 
assets, including currencies, should be regulated as 
securities and be subject to strict transparency, licensing, 
and reporting requirements. 


New Frontiers: The Impact of Climate Change on Financial 
Stability 


Costly climate change has emerged as an area of 
significant concern for financial stability regulation. 

Several types of financial stability risks have been 
identified: material risks and transition risks.4° Material 
risks arise from the direct impacts climate change will have 
on the financial system, from, for example, droughts, 
floods, heat waves, and fires. Studies suggest these will 
amount to hundreds of billions of dollars over the next 
thirty years.+4 These costs impact insurance companies, 
mortgage and agricultural lenders, and investors of all 
types. Transition risks refer to the stresses on the financial 
system that could result from phasing out fossil fuels and 
moving to renewable energy sources, should society 
manage to do so. Moving away from fossil fuels, especially 
if it were done quickly enough to address catastrophic 
climate change, would force oil companies to leave billions 
of dollars in the ground (“stranded assets”) and coal 
companies to do the same. The assets of these companies 
would fall significantly, and financial institutions and 
investors who had lent money to or invested in these firms 
may end up with big losses on their balance sheets. One 
study estimated these losses as high as $750 billion 
worldwide, with most of it falling on wealthy countries’ 
financial institutions and worker pension funds. The 
financial sector in the United States could lose $283 
billion.+® This would certainly put a dent in financial market 


balance sheets and could lead to financial instability if it 
happened relatively quickly, a danger that a former 
governor of the Bank of England called a “climate Minsky 
moment.” 

Financial regulators in the United States are late to the 
game of recognizing and trying to do something about the 
financial stability risks of climate change, largely because 
of the strenuous opposition of the fossil fuel companies in 
the United States and the political power of their main 
mouthpieces, the Republican Party./2 Biden’s election in 
2020 tilted the balance temporarily toward confronting 
climate change in these and other areas, but the 2022 
midterms which put the Republicans back in control of the 
House of Representatives suggest more inaction. 

The fossil fuel companies and their friends in Congress 
have claimed that financial regulation to address climate 
change is an example of “woke” policy. However, it seems 
clear that addressing climate-related financial stability risk 
is actually required by the mandates governing these 
financial regulatory authorities to preserve financial 
stability.22 Market regulators have a responsibility to 
protect investors, to promote transparency, and to foster 
healthy markets for securities and derivatives. Prudent 
regulators have a statutory mandate to ensure the safety 
and soundness of financial institutions and to promote the 
stability of the financial system. Climate change clearly 
falls within these mandates and a failure to mitigate 
climate-related risks would violate the duties Congress 


bestowed upon the financial regulators.2+ Regulators and 
advocates agree that finding the right tools to address 
these risks will be a process of trial and error. 


FINANCIAL REFORM BEYOND FINANCIAL STABILITY 


Maintaining financial stability is crucial, but it is also the 
least that financial regulation should do. There are long 
festering and new critical problems that the financial 
system must help address. Financial stability regulation 
primarily tells banks and financial institutions what they 
cannot do. But regulation should also play a more proactive 
role, ensuring that financial institutions contribute to 
important economic and social goals. 


Protecting Workers 


The financial system should contribute to workers’ welfare 
by allocating capital that provides well-paying jobs, and by 
helping workers save for retirement. But increasingly, 
roaring banking does the opposite. Private equity firms and 
hedge funds increasingly strip productive businesses of 
their assets by loading them up with debt, forcing them to 
cut back on productive investments, worker pay, and 
benefits, and even drive them into’ bankruptcy. 
Meanwhile, asset managers who invest workers’ savings 
and manage workers’ pension funds have produced a poor 


record marked by charging excessive fees and often 
making or advising self-serving, inappropriate investments. 


Regulating Private Equity and Other Financial Mechanisms 
of Wealth Stripping 


Lightly regulated private equity (PE) firms have 
increasingly had a negative impact on the productivity and 
quality of firms, the services and products they provide, 
and on the well-being of the workers who work for them. #2 
Many PE firms prosper by buying out companies, loading 
them up with debt, forcing the firms’ managers to downsize 
and hollow out the firms to pay off these debts and the fees 
to the lead partners of the PE firms, and then selling off or 
closing down the remains. PE’s negative footprints have 
grown rapidly and substantialy. PE firms employed 11.7 
million people in 2020, nearly 3 million more than just a 
few years before; there are more than eighteen thousand 
PE funds, together having $4.4 trillion under management, 
a doubling in size since 2016. These funds have bought 
companies in many parts of the economy: about half of all 
daily newspapers in the United States are owned by PE 
funds or their cousins, hedge funds; they have expanded 
significantly in the health-care and nursing-home sector, 
power plants and energy, prisons, and real estate 
investment trusts that own a= significant amount of 
commercial real estate, including apartment buildings, in 
the United States. 


Workers’ pension funds often invest in PE companies, 
because they are seduced by promises of high returns, and 
sometimes are victims of conflicted pension managers’ 
decisions. These pension funds often pay high fees and 
other costs to invest in private equity firms even though 
multiple studies show that on average PE funds perform no 
better than the basic stock market, which can be invested 
in low-cost index funds. Yet the four biggest PE firms 
collected $230 billion in performance fees over a ten-year 
period. 22 

Even though workers’ pension funds invest workers’ 
Savings into these funds, the impacts of these PE 
investments on firms and workers are often negative. PE 
ownership is often associated with reduced employment— 
shrinking on average by 13 percent in the first one to two 
years after PE firms bought the company. Between 2015 
and 2019, nearly two-thirds of the retail companies that 
went into bankruptcy were PE owned. Some studies have 
estimated that when PE takes over a nursing home, 
mortality rates jump by 10 percent; PE appears to be 
driving market concentration in health care: KKR and 
Blackstone, two of the biggest PE firms, owns 30 percent of 
the market for outsourced emergency room doctors. *° 

Stronger regulation of PE firms is badly needed to 
protect workers’ rights and livelihoods and the quality of 
services people buy, especially in critical areas such as 
health care and nursing care. The troublesome links among 
PE firms, fossil energy firms, and real estate also indicate 


that regulation of PE firms may be needed to deal with 
other critical issues, such as climate change and affordable 
housing. 

The Stop Wall Street Looting Act, reintroduced into the 
Senate by Senator Elizabeth Warren in October 2021 is one 
good place to start. 24 

As Eileen Appelbaum noted, the Act would “prevent 
private funds from imposing all the costs of their risky 
investments on investors, workers, and communities while 
profiting from all the gains.”*2 The Act would curb the 
worst excesses of the private equity model by limiting the 
use of debt in buyouts, increasing transparency, closing the 
tax loophole that private equity firms currently enjoy, and 
prohibiting the sale of assets or payout of dividends in the 
first few post-buyout years. 22 


Protecting Workers from Retirement Savings Exploitation 


Other efforts are targeted at the Department of Labor 
(DOL) which sets rules governing asset managers, 
investment advisors, and securities brokers. The DOLs 
rules focus on preventing conflicts of interest that 
investment managers may face in advising or choosing 
investments for their clients. Under the Trump 
administration, shockingly but not surprisingly, the DOL 
tried to weaken the rules requiring investment managers to 
have a “fiduciary responsibility” to look out for the best 
interests of their clients when investing their savings. In 


response, dozens of public interest groups urged the DOL 
to strengthen these protections.2° The Biden administration 
has committed to doing so, but Bankers’ Club challenges 
continue to slow down progress, and they have run into 
difficulty after the Republicans’ victories in the 2022 
midterms. 


Finance to Address Poverty, Discrimination, and Inequality 


Poverty is a persistent and even growing problem in the 
United States. Even more troublesome is the malevolent 
intersection between poverty and race in America.=+ The 
racial aspects of poverty, of course, have myriad 
dimensions and causes, including finance and financial 
policy, which have been a big part of the story for many 
decades. Many authors have documented the ways in which 
people of color and especially African Americans have been 
excluded from home mortgages, denied credit for opening 
small businesses and education, have had great difficulty 
accessing basic banking and payment services, and, as a 
result, have had to utilize payday lenders and pawnbrokers, 
where they are forced to pay excessive fees and usurious 
interest rates.=2 In addition, the lack of affordable financial 
services and credits in poor and minority dominant 
communities has inhibited economic development and led 
to a cycle of poverty in many of these communities. 
Government policies of exclusion have been critical here in 


driving these problems, but the role of private banks has 
been decisive. 

Two crucial concerns that have long been fronts for 
political, regulatory, and financial activity are predatory 
lending and redlining/community reinvestment. Predatory 
lending played a major role in the Great Financial Crisis, 
which, in part, was driven by predatory subprime lending 
by mortgage companies, brokers, and banks. The 
Consumer Financial Protection Bureau was created partly 
to prevent a wave of predatory lending from happening 
again. But other financial regulatory agencies can also play 
a role in preventing predatory lending and should step up 
their game in this regard. Activists fought hard over many 
years to realize the passage of the Community 
Reinvestment Act, which requires banks to provide credit 
to borrowers in low- and middle-income communities. = 
Though only modestly successful, the CRA is a front line for 
current political fights over whether to strengthen or 
destroy it. 


Redlining and the Community Reinvestment Act 


The Community Reinvestment Act (CRA; Title VIII of the 
Housing and Community Development Act of 1977) was 
passed in order to combat redlining and other types of 
racial discrimination in lending.=* This was one of a series 
of laws passed in the wake of the civil rights movement and 
the urban disturbances set off by the assassination of 


Martin Luther King Jr. in 1968. These included the Fair 
Housing Act of 1968, the Equal Credit Opportunity Act of 
1974, and the Home Mortgage Disclosure Act of 1975 
(HMDA), which required lenders to report the race and 
gender of home buyers and the location of purchased 
properties. These laws prohibited discrimination, but none 
of them proactively required banks to lend to borrowers in 
these neighborhoods. The early results from the HMDA 
data showed that the existing laws were insufficient to 
drive useful credit to redlined areas. The CRA, promoted by 
its champion in the Senate, William Proxmire (D-WI), was 
intended to induce banks to serve disadvantaged 
neighborhoods and neighborhoods that faced 
discrimination.*= Signed into law by President Carter in 
1977, the CRA requires depository institutions to be 
evaluated on the degree to which they serve the credit 
needs of the communities they serve. Their “scores” are 
taken into account, and, presumably, are supposed to 
impact these banks’ applications for new branches, for 
mergers, and for acquisitions. The law was modified in 
1994 and has remained in place since that time. 

Evidence indicates that the law was useful in channeling 
more credit to underserved neighborhoods. But there have 
been substantial changes in the financial industry and in 
the needs of communities since 1994, and the CRA is badly 
in need of updating. 

A coalition of progressive groups has proposed a series 
of updates to the rule in the last decade or so to make it 


more effective, building on the attempted Community 
Reinvestment Modernization Act of 2009.2° These updates 
include making the CRA regime explicitly race-conscious so 
it can more directly address exclusion of racial minorities 
from financial services, end grade inflation by raising the 
standards on banks, make it easier to downgrade the 
assessment of lenders if they do no keep up their 
compliance over time, and expand the climate-related 
activities under CRA. With regard to this latter reform, the 
agencies’ proposal includes “disaster preparedness and 
climate resiliency” as an eligible community development 
activity, along with a set of other disaster avoidance steps. 
Advocates argue that these reforms should go further and 
support efforts to avoid climate change-causing activities, 
such as encouraging community solar and microgrids and 
electrification, among other initiatives.=4 Finally, advocates 
call for the CRA to empower communities to negotiate with 
banks.22 This would increase community engagement in 
CRA evaluations. 


Climate Change 


Incorporating climate change criteria into CRA evaluations 
is one step financial regulation can take to promote 
sustainable investment, mitigate negative impacts of 
climate change on communities, and help transform some 
communities to a greener path. But financial regulation can 
and must do much more than this in order to make an 


adequate contribution to meeting this global threat. 
Globally, action is being taken but not quickly enough and 
not to the extent needed to put the world on a sustainable 
path to avoiding catastrophic climate change. =? Though this 
is a global problem, the United States, the largest historical 
emitter of greenhouse gases, has a special obligation to cut 
its emissions in half by 2030 and achieve net zero 
emissions by 2050. Economists and other social scientists 
have identified the economic changes that will be required 
in the United States to meet these targets, and many, 
notably Robert Pollin, my colleague at the University of 
Massachusetts Amherst, and his coauthors have laid out a 
pragmatic road map of how this can be done while 
generating millions of good paying jobs and providing a just 
transition for fossil fuel workers who will lose their jobs 
along the way. *2 

But the issue is how do we get from here to there. Given 
the size of the financial system, its integral relationship to 
credit and asset allocation across the economy (and across 
the globe), the financial system must become part of the 
solution. Financial regulation comprises one set of tools, 
but society and the government have to make the financial 
system do a lot more. 

The financial system should be investing significantly 
more into renewable energy, and other climate supportive 
activities.*4 Some of the reforms identified earlier to raise 
the cost of fossil fuel investing, such as larger capital 
requirements for such loans and investments, will certainly 


tip the scales in favor of more lucrative green investments. 
But the financial regulators could move even further in 
proactive attempts to generate more private finance for 
sustainable investment: offering lower capital requirements 
and reserve requirements to incentivize green investments, 
for example. Moreover, when conducting monetary policy 
or managing their foreign exchange reserves, central banks 
should eschew investments in fossil fuel assets. 

But financial regulation will not be sufficient to address 
other key pro-blems I have discussed, including the racial 
wealth gap and racial dis-parities. Regulatory policies such 
as the Community Reinvestment Act that attempt to 
increase credit availability for housing and other activities 
in poor and racial minority communities may help, but, as 
Mehrsa Baradaran and others have forcefully argued, to 
succeed they must be accompanied by a much broader set 
of government policies to help promote investment, 
employment, infrastructure, and improved education in 
these com---munities. “ 

In addition, private financial institutions, no matter how 
well regulated and how creatively nudged and incentivized, 
will not be willing and able to provide the farsighted, 
socially oriented public goods that will be required to make 
progress on solving many of these problems. For this, we 
need publicly oriented financial institutions—banks without 
bankers—to play a major role. 


12 


Banks without Bankers 


FINANCE TO MEET SOCIAL NEEDS 


FINANCE FOR THE REST OF US 


There is a yawning gap between the kinds of financial 
services most of us need and the ones roaring banking 
provides. We need inexpensive and efficient payment and 
banking services so that we can pay for things when we go 
to a store. We need to have a safe place to park our excess 
cash—not face banking deserts, high banking fees, or 
minimal interest rates. We need to be able to borrow long 
term for education and housing without being scammed, 
shut out, or overcharged. Students in particular need an 
education they can afford, including cheap and flexible 
student loans and loan servicers who don’t charge high 
fees or ignore their customers. We need to be able to save 
for retirement without paying exorbitant fees or face 


conflict-ridden investment choices from our _ for-profit 
pension managers. Our communities need investment in 
affordable housing, not real estate speculation. Small 
businesses, including those owned by women and people of 
color, need accessible and affordable loans so they can 
operate and expand. Workers and farmers who want to own 
their companies cooperatively need to be able to get credit 
to do so, not be turned away. At regional and national 
levels, we need massive amounts of capital to make a green 
transition to avoid catastrophic climate change, not more 
loans for fossil fuel corporations. 

And we need to be able to tell the bankers who threaten 
us by saying they will go on strike or move to Hong Kong, 
that we have other good sources of financial services. So, 
we can say to the bankers: “Goodbye and good riddance.” 

In other words, we need a financial system that works for 
all of us. We need “banks without bankers.” + 

By banks without bankers or publicly oriented financial 
institutions, I mean financial institutions that are not 
mainly driven by profits, but rather by serving an economic 
or social “mission.” These institutions need not be owned 
by governments—they can be not for profit, such as credit 
unions, or owned cooperatively, for example, by a workers’ 
cooperative. They might be privately owned but have a 
public purpose. Asset management firms that have a 
mission to channel investments to companies screened for 
positive environmental, social, and governance (ESG) 
behavior might be an example. These institutions might be 


a public-private partnership with a strong social mission, 
such as reducing community poverty. 

The need for banks without bankers is not news to 
progressive activists and reformers who are fighting for 
publicly oriented financial institutions at local, state, and 
national levels. There has been an upsurge in activists 
pushing to create “public banks.” By public banks the 
activists mean financial institutions that are wholly or 
partially owned by the government—municipal, state, or 
federal. 

The surge of interest in public banking can be traced 
back to the Occupy Movement, which emerged in 2011 asa 
response to the economic and social injustices heightened 
by the Great Financial Crisis. There are additional 
problems that continue to spur these reformers into action: 
the climate crisis; the financial exclusion of millions of 
Americans, especially people of color; and _ for-profit 
banking’s long-standing history of financing 
environmentally harmful projects. Thanks to these local 
efforts, more than thirty states have proposed legislation to 
create public banks in recent years. Eighteen new 
initiatives were launched in 2022 alone. 

A California public banking activist put their concerns 
this way: “Money flows to the wrong investments: luxury 
housing, fossil fuels production and infrastructure, private 
prisons, just to name a few examples. Meanwhile socially 
necessary investments, such as affordable housing and 
green transitional infrastructure, are not being made. 


Lastly, the financial system is draining the economy. 
Resources that could be put to productive uses are diverted 
to executive salaries, huge bonuses, share dividends, and 
stock buyback schemes.” 4 

Says a New York public banking activist: “The banks are 
bigger than ever. They’re more consolidated and powerful 
than ever. The amount they’re spending lobbying our 
government and undermining our democracy is greater 
than ever.” 2 

An advantage of the local initiatives, such as the fight for 
public banking, is just that: they are local and can help 
serve local needs and be accountable to local communities. 
But to succeed and grow to scale they need the same kinds 
of federal support that the mega banks already get from 
our government. Moreover, even a large number of small, 
local initiatives is unlikely to be at the scale we need to 
truly address the problems we confront, including climate 
change, community development, and the _ sufficient 
creation of good jobs for all. We need large-scale federal 
action as well. 

Fortunately, these local and regional initiatives to create 
publicly oriented financial institutions have been joined by 
important initiatives at the federal level as well. These 
include initiatives to create a federal framework to help 
local public banks thrive; revive a national postal banking 
system where residents can have lower-cost financial 
services in their neighborhoods (or online); a national 
green energy bank to invest in renewable energy and 


Support a green transition; the creation of Fed accounts, 
bank accounts through the Federal Reserve that all 
residents can use; a community reinvestment bank to help 
marginalized communities develop infrastructure, housing, 
small business, and other projects they need to revive their 
communities; and the restructuring of the Federal Reserve 
itself to give it a larger role to support many of these 
developmental and transitional projects that our country so 
badly needs. 

These efforts at all levels join a global resurgence in the 
creation and promotion of public banking and finance 
institutions. One estimate shows that, worldwide, there are 
currently nine hundred public banks holding more than $49 
trillion in assets. ® 


Do We Need Public Financial Institutions? 


“Rarely, at the margins, or not at all”: that is the answer 
that libertarians and many mainstream economists give to 
this question. They believe that since the market works 
well most of the time, any argument for government 
intervention or provision must be justified by some market 
failure. This “market failure” approach basically assumes 
that the market is innocent until proven guilty beyond a 
reasonable doubt. By this reasoning, an argument for 
public banking or any other public intervention in the 
market needs to find a gap or a failure in an otherwise 
perfectly working system. When an advocate for some 


government provision or intervention makes their case, 
according to these rules, they must find that failure and 
show that its cause is a failing of the market, rather than of 
the person, or the community, or the entire system. 

This doctrinal game becomes absurd when the failures 
are as widespread and profound as they are in the case of 
the financial system in the United States. Whole 
communities of color are excluded from banking and credit; 
affordable housing is starved for credit; the system is 
designed to drive vast wealth to the top of the pyramid; and 
taxpayers must bail out reckless financial institutions and 
their wealthy CEOs on a frequent basis.4 Moreover, the 
mandatory market-failure justification for new state action 
makes no sense when it is often government action itself 
that has created many of the market outcomes we see. 
Government played a big role in creating the system of 
redlining of African American neighborhoods after World 
War II—a classic example.2 Too-Big-to-Fail subsidies for 
mega banks, which makes it difficult for small community 
banks to raise funds on an equal playing field, is another 
one. 

But the role of the government in the financial system is 
even deeper than these examples imply. As we have seen 
throughout this book, government support is essential to 
the very existence of the financial system. The government 
charters and licenses banks, determines what serves as 
money and what does not, and bails out some financial 
institutions that get in trouble and not others: banks and 


financial institutions are “creatures” of the government. In 
that sense they are all public financial institutions. The 
problem is that most of them recognize only their very 
private responsibilities. 

Governments decide which financial institutions get 
public support and public subsidies and which should not. 
Public financial institutions that have a mission to serve the 
community should get at least an equal shake. 


A Long History to Build On 


Current efforts to build publicly oriented financial 
institutions stand on the long history and continuing 
existence of publicly oriented financial institutions in the 
United States and elsewhere. Historically, there have been 
many state-supported financial institutions that effectively 
promoted social and public purposes. Apart from those 
created during times of national emergencies, successful 
initiatives have usually resulted from political organization, 
agitation, and the amassing of political power by advocates 
for change. 

In the United States, public banks were created early in 
the development of the nation. The first was the Bank of 
Pennsylvania, a public bank established to help feed troops 
during the American War of Independence.? Alexander 
Hamilton saw these early banks as a way to finance the 
development of the new country. With victory in the war, 
publicly funded banks began to multiply. This connection 


between state and finance was well described by Bray 
Hammond, the scholar of early American finance: “The 
community ... had adapted private initiative and wealth to 
public purposes, granting privileges and exacting duties in 
return ... a [bank’s] charter was a covenant.”+° This 
inherently public nature of banking was a recurrent theme 
throughout US history. In 1911, for example, the Kansas 
Supreme Court explained that banking is not a “matter of 
private concern only, like the business of the merchant, and 
for all purposes of legislative regulation and control it may 
be said to be affected with a public interest.” In other 
words, finance could not be sustained without public 
support, underwriting, and a public “covenant.” The 
question is, what do financial institutions have to give 
society in return? 

Despite ebbs and flows in the public’s support for public 
financial institutions, the United States would return, time 
and time again, to publicly oriented financing during both 
national emergencies and periods of extraordinary 
economic transformation. The federal government issued 
“greenbacks”—government printed money not backed by 
any precious metal—to help finance the Civil War, a 
massive government financial intervention. It established 
the national banking system in the 1860s and created the 
Federal Reserve System in 1913. In 1911, the government 
established the Postal Savings System, which survived until 
1967. The US Postal System banks provided easy access to 
Savings accounts and payment services through US post 


offices. Much of the early public financial innovation aimed 
to help agriculture, including in 1916, when the creation of 
twelve federal land banks encouraged the formation of 
hundreds of national farm loan associations. In the wake of 
the Great Depression of the 1930s, Herbert Hoover and 
then Franklin Roosevelt and their administrations created a 
myriad of financial institutions to rescue the economy and 
finance farming, housing, critical production, and 
underwrite the war effort. These included _ the 
Reconstruction Finance Corporation to support industry, 
real estate, and housing; the Farm Credit System; the 
Federal Home Loan Bank System; and several government- 
sponsored enterprises, including Fannie Mae and Freddie 
Mac, directed at supporting the housing market.“ 
Important public financing initiatives also took place at 
the state and local levels. Perhaps the best known is the 
Bank of North Dakota (BND). Established in 1919, the 
origins and operations of the BND provide an example of 
successful resistance to the purely market-oriented logic of 
the banking industry in the United States.& The BND 
serves as a model and inspiration for many current public 
banking activists. It was born out of a campaign by the 
populist Nonpartisan League, which was a political party 
formed by farmers, reformers, and radicals fighting against 
the monopoly power of the business institutions dominating 
North Dakota in the early twentieth century. The League 
initially aimed to establish a system of rural credit unions, 
farm cooperatives, state-run mills, packing houses, and 


cold-storage plants that would serve the needs of the 
people. In 1919, the North Dakota legislative session 
created the BND, declaring the bank’s purpose as 
“providing low-cost rural credits, financing state 
departments and _ enterprises, and _ serving as a 
clearinghouse and rediscount agency for banks throughout 
the state.” +® 

Today, the BND implements the so-called state partner 
bank model. The state deposits public funds in the BND. 
The BND then partners with local lenders, including local 
banks, credit unions, and other financial service providers, 
to provide the residents of North Dakota with high-quality 
and low-cost access to financing for agricultural producers, 
small businesses, and residential mortgages. The BND 
partners with these banks by purchasing the loans from 
them so they have more funds to lend. The BND, in a way, 
acts as a “banker’s bank.” Partnering with the BND enables 
the banks to originate loans that exceed their legal or 
internal lending limits.44 Hence the existence of the BND 
not only helps final borrowers, but it also enhances the 
viability of small banks in North Dakota and strengthens 
them in competing against large out-of-state banks. Thus it 
is surprising that, as we see below, many small banks 
oppose the creation of public banks elsewhere. BND has 
been quite successful in supporting small business lending 
and other activities in North Dakota, even during 
significant financial downturns such as the Great Financial 
Crisis. Its experience in this regard is similar to that of 


public banks in other countries whose lending patterns 
tend to avoid the extreme ups and downs of for-profit 
banks. +2 

A variety of other publicly oriented financial institutions 
have been established in the United States to form an 
ecosystem of banks without bankers that can be further 
developed to create finance for the rest of us. These include 
credit unions, which constitute an alternative to the purely 
profit-oriented logic of privately owned commercial 
banking. They are less subject to pressures to maximize 
shareholder value compared to the commercial banks. +2 
Even though they have invested in mortgage-backed 
securities, collateralized debt obligations, and other types 
of derivatives, they do so less aggressively than commercial 
banks because they are oriented toward serving their 
members. They return their profits in the form of lower 
interest rates on lending and expanded services. There are 
also some credit unions, called community development 
credit unions (CDCUs), that are specifically designed to 
serve low-income groups. CDCUs have the potential to 
direct more resources to underserved communities. 

Community development financial institutions (CDFIs) 
represent another important component of public-oriented 
finance. These CDFIs are mission-driven organizations that 
aim to provide services that create and broaden economic 
opportunities within their communities, especially low- 
income communities. The roots of CDFIs can be traced 
back to the efforts of community activists who were 


fighting redlining in urban areas and seeking to redirect 
capital toward community-controlled banks.22 The first 
banks targeting low-income neighborhoods were 
established in the late 1880s. The 1930s and 1940s 
witnessed the emergence of credit unions designed to 
serve low-income earners and African Americans who 
lacked access to credit. During the 1980s, nonprofit loan 
funds began working toward promoting affordable housing 
and small business development. For-profit community 
development banks, nonprofit CDCUs, and community 
development venture capital funds are all examples of 
CDFIs. These entities provide financial services that are 
often not available from mainstream institutions. Currently, 
there are more than eleven hundred CDFIs operating 
throughout the country. In theory, CDFIs have the potential 
to transform neighborhoods that suffered from historical 
disinvestment by providing capital that can be used to 
develop new _. businesses, affordable housing, and 
community spaces. But, in practice they remain small, and 
their contributions are not adequate to address the 
problems of poverty and lack of investment in our cities 
and housing in the United States. ++ 


THE PUBLIC BANKING MOVEMENT 


This section reports on a study that my former graduate 
student Esra Nur Ugurlu and I did to better understand the 
US public banking movement and the prospects for local 


“banks without bankers” across the country.?2 Nur Ugurlu 
administered a survey over several months in the spring 
and early summer of 2020 and held a series of (remote) 
interviews with a number of activists involved in public 
banking initiatives.22 We supplemented the interviews with 
websites, reports, and academic literature from these 
groups. Much of what follows draws on these resources. 


Potential Benefits of Banks without Bankers in the United 
States 


Activists have diverse perspectives on the role of private 
versus public financial institutions in the financial system. 
Some believe all financial institutions should be recognized 
as being public. 

“Money is a public utility, and banking should be a public 
utility, as well. Right now, it’s a private utility,” said Walt 
McRee, the Public Banking Institute’s chair emeritus, to 
reporter Carey Biron of Context. “It’s about reclaiming 
control of our money.” 

Other activists see public banks as complements to, not 
substitutes for, private banking. 

“Our aim is not to replace private banking ... yes there 
are a lot of problems with private banks including Bank of 
America and Wells Fargo; however, these banks serve a 
purpose too. The current financial system is not impossible 
to repair ... so we see public banking as a complement to 
private banking.”“* In fact, in almost all capitalist 


economies, the financial system consists of a mix of public 
and private financial institutions. 

There are many kinds of public banking and financial 
institutions, and they typically fall into one of the following 
categories. Bankers’ banks (sometimes called partnership 
banks): they provide liquidity and clearing facilities, 
technical assistance, emergency lines of credit, and credit 
supplies and underwriting for smaller public banks, but 
they do not accept deposits. The Bank of North Dakota is 
the most famous example in the United States. Retail banks 
are deposit-taking institutions with branch networks that 
provide regular banking’ services’ for _ individuals, 
households, small businesses, corporations, and 
governments. Development banks do not typically accept 
personal deposits or offer personal banking services, but 
instead specialize in accessing cheaper sources of capital, 
Supporting long-term investments, employment, and 
providing technical expertise to commercial banks, other 
institutions, firms, and governments. Some of these are 
universal banks that combine all these functions, taking 
deposits and offering regular banking services while 
providing funds, services, and expertise for longer-term 
development. = 


The Mission of Publicly Oriented Banking 


Public banking activists have many goals in mind for banks 
without bankers: some of these attempt to fill gaps left 


open by the failures of private banking institutions; others 
try to not only fill gaps, but rather address deeper 
structural problems in order to alter the underlying 
economic landscape created by markets and governments. 
Our survey and interviews with public banking activists 
identified a large number of goals. 


Fight Financial Exclusion 


Financial exclusion, exploitation, and racial injustice are 
deeply ingrained in the United States. To help remedy 
these problems, public banking and financial institutions 
can finance affordable housing, cooperatives, small 
businesses, local education initiatives, and financial 
services. These efforts can be concentrated in poor 
communities and communities of color and can help 
institutions owned or controlled by members of the 
community. 2° Various publicly oriented financial institutions 
could provide financing for these activities: municipal or 
state banks, community development financial institutions, 
and cooperative banks, for example. To help, the Federal 
Government could provide loan guarantees or tax breaks. 

A New York public banking activist notes: “A public bank 
would be mission-driven to invest in permanently 
affordable housing, small and worker owned businesses, 
and other community-led development that strengthens 
and roots wealth in the same neighborhoods of color that 
banks have systematically redlined over generations” ~ 


In California, a small business owner says, “We don’t 
need another loan. We don’t need debt funding. Low- 
interest, friendly loans are what we need.” She supports 
the creation of a public bank, aimed at filling the gaps left 
by traditional financial institutions that some say often 
shun micro or minority businesses. “Loans under $50,000 
are just not interesting for community banks or local 
financial institutions ... it isn’t worth their time and 
energy,” said Susan Harman, who sits on the board of the 
proposed Public Bank East Bay. “That’s a huge gap in the 
market that we hope to fill in partnership with local 
financial institutions.” 


Employment and Good Jobs 


A DC public banking activist told us: “We have three main 
goals: 1-affordable housing, 2-small business lending, 3- 
environmentally sustainable lending projects (such as 
investment in sustainable building or other type of 
infrastructure).” 22 Credit is key for job creation, especially 
in areas of widespread and persistent unemployment. It is 
also important for longer-term projects such as housing, 
renewable energy projects, and other infrastructure 
investments. Here, activists insist, the quality of 
employment is as critical as the quantity (they call this 
“high road” employment). 


Collective Goods to Escape Poverty Traps 


For a whole community to get out of a poverty trap of low 
incomes, few job opportunities, poor housing, and inferior 
infrastructure, an initiative to simply fill a few finance gaps 
is not effective or sustainable. Affordable housing depends 
on good jobs; good jobs depend on useable infrastructure; 
these all depend on decent schools, and all these depend on 
housing. In other words, a number of complementary goods 
must be available at the same time to reinforce and sustain 
each other. Collective planning and simultaneous financing 
in a number of different areas must take place. Public 
banking and finance institutions can be a useful mechanism 
to coordinate these activities and help aggregate the 
financing required. 2% 

As a Demos study of the Public Bank of New York City 
(PBNYC) initiative describes, “Closing the racial wealth gap 
requires more than ensuring that individual people can 
have access to wealth. The PBNYC campaign teaches us 
that it is critical that we have institutions that will enable 
Black and Brown neighborhoods to build community wealth 
in addition to ensuring that individuals within those 
communities can thrive. Individual actions alone—whether 
it be attending an institution of higher education or 
purchasing a house—will not sustainably allow for long- 
term community wealth building.” 

One activist put it this way: “Wealth isn’t something that 
you gain through profiting from an individual asset. It’s 
something that a community cultivates and grows through 


health, vibrancy, and making sure everybody’s needs are 
met.” 22 
A public banking activist in California told us: 


It is clear that publicly orientated institutions such as credit unions ... 
progressive banks ... and local community banks, serve a vital need for 
our communities by providing financial services such as check cashing, 
making small-scale loans, and participating in the local business and 
community organizations. However, they cannot operate at the scale that 
is necessary to handle the huge receipts of a municipality such as San 
Francisco, nor can they offer the substantial investment needed to fund 
large-scale projects like affordable housing and carbon-free transitional 
infrastructure. Public banks are needed for this, and they cannot operate 
without governmental support. Public banks need to be seen as essential 
public infrastructure much the same as well-maintained streets with 
streetlights and sidewalks, water and sewage departments, and airports. 


Crowding In 


Critics have argued that public provision of finance will 
push out private economic activity. But public provision can 
bring in whole new areas of private investment. For 
example, public investments in green energy are likely to 
create many jobs with multiplier impacts on the whole 
neighborhood. #4 


Financial Resilience and Stability 


By contributing to a diverse financial ecosystem, public 
banking and finance institutions can make the financial 
system more resilient and robust. For example, unlike for- 


profit banks, publicly oriented financial institutions tend to 
perform countercyclically, helping to stabilize the economy 
rather than exacerbating crises. #2 


Competition and Regulation 


The availability of public banks provides useful competition 
for existing financial institutions. Such competition may 
improve the cost and quality of private financial services as 
well. 2 


Reducing the Power of Financial Elites and Enhancing 
Democracy 


A California public banking activist told us, “An ideal 
system would prioritize investment for maximum social 
benefit rather than profit maximization. This would require 
local control and democratic governance.” =* Among the 
most important effects of public banking and finance 
institutions—and a key reason capitalists often oppose it— 
is that having a public option reduces the market power of 
private capital and the political power of finance, while 
bolstering democracy. 


CHALLENGES FACING PUBLIC BANKING 


Establishing a public bank entails a long process with 
potential challenges at every step of the way. First and 
foremost, these are financial and logistical. Our interviews 
show that most public banking advocacy work depends on 
voluntary efforts. Most organizations lack resources to hire 
full-time staff, and they rely on the pro-bono work by 
organizers, lawyers, and analysts. As such, shortcomings in 
some operation capabilities are to be _ expected. 
Overcoming these problems requires a significant increase 
in funding and technical infrastructure. I will argue 
presently that the federal government should fund these 
efforts. 

To find out more about the obstacles facing these groups, 
we asked these activists to assess, based on their 
organizing experiences, what were the key obstacles their 
organizations faced in establishing public banks. 

The activists identified the following as important 
barriers: lack of financial resources, opposition from 
bankers, lack of public knowledge about public banking, 
and insufficient knowledge of policy makers and politicians 
about public banking. Other possible barriers that we 
asked them about, such as expertise in their organization 
or insufficient help from national public banking 
organizations, were not perceived as big problems. *2 


Opposition from Private Interest Groups 


The opposition by private banking interest groups often 
arises in the fights for public banking. For instance, in 
California, the California Bankers Association issued a 
statement warning against “the risks of putting public 
dollars into money-losing public banks” after a local public 
banking bill (AB 857) passed.2®° In New York, the Public 
Bank NYC Coalition expressed that they expect vehement 
opposition to their public banking legislation from Wall 
Street given that their proposal concerns Wall Street’s 
home state.24 Opposition to public banking initiatives by 
the private banking interests has been expressed by the 
American Bankers Association (ABA). In response to the 
efforts to establish a public bank in Philadelphia, Bob 
Nichols, the president and CEO of ABA, proclaimed that 
“public banks are expensive to start and vulnerable to 
political control.” According to Nichols, “Launching a 
public bank in Philadelphia would cost millions of 
dollars... Beyond the expense to the city and taxpayers, 
there is the critical question of who would make financial 
decisions. Placing political leaders, no matter how well- 
intentioned, in charge of a public bank raises serious 
questions about whether the bank could operate 
independently from the political process. A government 
bank, for example, could be incentivized to make 
questionable loans to politically connected borrowers, 
putting public funds at risk.” 2% 

A similar rhetoric against public banking was expressed 
by Independent Community Bankers of America: “A state- 


owned bank? Why don’t we just re-label the state capitals 
the Kremlin? ... It’s a socialistic idea. If you get a state- 
owned bank that is allocating credit, it can slide very 
quickly into a situation where those in favor get credit and 
those not in favor don’t get credit.” *2 

As these quotations illustrate, the opposition to public 
banking by private banking groups reflects not only 
corporate self-interest, but also a broader ideological 
opposition to government intervention in the economy. A 
significant transformation of the American banking sector 
requires challenging free-market fundamentalism and 
right-wing ideology at a larger level. 


Securing Funds for Capitalization 


In establishing a public bank, one of the major challenges is 
to secure funds for initial funding (capitalization) of the 
banks. These funds can come from various sources, such as 
pension funds, local governments, or the state government, 
either through bond issuing, repurposing “rainy day funds,” 
or tax revenues.*2 The most popular option to capitalize 
public banks is to appropriate a set amount of money from 
the government, at the local, state, or federal level. The 
viability of this option depends on the political will and the 
decision by the city, county, or state treasurer. Some of the 
participants told us that their proposals were facing stiff 
opposition from treasurers. For instance, in New Jersey, the 
state treasurer objected to tapping into the state’s cash 


management fund even if only a small percentage of this 
fund was used to start up the bank. Similarly, in Colorado, 
the governor and the treasurer expressed skepticism 
toward the public banking proposals. These _ state 
treasurers often object on the grounds that they are 
obligated by reasons of “fiscal responsibility” to use only 
safe investments that, for that level of safety, will maximize 
their returns. 

But this state treasurer’s opposition on “fiscal 
responsibility” grounds has recently been _ seriously 
undermined. News has emerged of a coordinated effort by 
the State Financial Officers Foundation, a state treasurers’ 
organization made up of treasurers mostly from “red 
states,” to “use government muscle and public funds to 
punish companies trying to reduce greenhouse gases.” *4 
These efforts have been conducted by nearly two-dozen 
Republican state treasurers. The efforts include pulling 
state money out of banks and asset management companies 
that have signed onto sustainable investment pledges or 
have even promised transparency in their fossil-fuel 
financing. According to news reports, the American 
Petroleum Institute and other institutions tied to the fossil 
fuel industry are connected with the organization.*“ The 
retrieval of funds from these banks is clearly not made on a 
pure cost-benefit analysis of the way to maximize treasury 
revenue. In fact, there is evidence that these financial 
moves result in lower rates of return on state money. 


Another approach to raising initial funds is the 
“consolidation approach.” This involves’ consolidating 
preexisting authorities into a public bank. For instance, 
public banking advocates in Virginia propose consolidating 
four different agencies into a Bank of Virginia. 

Funds raised for the initial capitalization of public banks 
through the channels previously described can be 
supported by contributions and investments’ from 
foundations, pension funds, and_ socially responsible 
investment funds. All these options require building 
coalition, gaining political support, and ensuring the 
participation of key government agencies in bond 
purchases and cash transfers. 


Lack of Familiarity with Public Banking 


Survey participants and interviewees emphasized that the 
lack of familiarity with public banking constituted a 
problem, and they stressed the need for public education 
on these matters. In general, many people find money and 
banking intimidating subjects that need to be left to 
experts. The public banking advocates said that this 
problem is further aggravated in the United States due to 
widespread pro-market sentiments. This is true both of the 
general public and also of politicians and policy makers. 


Addressing Corruption Concerns 


This lack of knowledge is greatly aggravated by a common 
concern that public financial institutions will be riddled 
with politics, corruption, and cronyism. We asked the 
participants how their organizations plan to address these 
concerns. This was posed as an open-ended question to 
which most participants provided in-depth answers. Most 
answers make references to “mission statement,” “board of 
directors,” and “citizen oversight assemblies.” In addition 
are strict limiting rules, checks and balances, external 
auditors, and high levels of technical training. 

To be sure, corruption and cronyism is a real problem 
and can undermine any public financial or economic 
initiative. But when judging the potential for this problem 
when assessing the likely worth of public financial 
institutions, it is important not to compare real world 
public institutions with idealized/utopian private financial 
ones. In fact, as Better Markets reports, in the last twenty 
years, the major banks have been subject to 430 sanctions 
from federal and state regulators and fined nearly $200 
billion for financial misconduct from “money laundering 
and market manipulation to fraud.” “ So, yes, the potential 
for corruption exists, and it is already happening big time 
on Wall Street. Public banks need to guard against it, but 
they are not alone. 


Can Public Banking and Finance Institutions Thrive and 
Survive in a Capitalist Economy? 


Capitalist economies would seem to be a_ uniquely 
inhospitable place for public banking and finance. But this 
is not at all the case. Almost nine hundred public banks 
currently exist worldwide. Altogether, they control 20 
percent of all bank assets, public and private. A 
conservative estimate shows that public banks have 
combined financial assets totaling $40 trillion, which equals 
48 percent of global GDP. * 

It may be surprising, but these banks are actually more 
efficient and safer than private financial institutions. 


Some Competitive Advantages of Public Banking 


There are some competitive advantages of publicly oriented 
financial institutions that allow them a fighting chance, 
even in the capitalist marketplace, despite the fact that 
their mission is to address the social goals and services 
that private banks avoid. *® 

They include the following: 


¢ Public banks tend to emphasize relationship banking so 
that bankers and customers get to know each other 
well; this increases knowledge of credit risks and 
enhances trust, thereby reducing manipulative or 
fraudulent behavior on both sides. 


¢ Public mandates and lack of shareholder control 
typically lead public banks to adopt less risky behavior 
than their private counterparts. This can result in less 


instability. 


¢ Access to capital at lower cost: Many public banks have 
lower costs for capital because they are perceived as 
being safer than private banks that engage in high-risk 
activities. Public banks tend to build capital through 
profit retention, since they are not under pressure to 
distribute dividends to shareholders, and they do not 
face the same shareholder demands for rapid 
expansion. 


Public mandates lead to banks passing on advantages 
to customers: Public banks pass on lower expenses to 
customers rather than needing to pay extraordinarily 
high executive salaries and large amounts of dividends. 
This attracts more borrowers and more depositors and 
lenders. 


¢ Economies of scale: Even though relationship banking 
and tight monitoring of credit risks can be very costly, 
public banks can achieve economies of scale by joining 
networks that provide services like underwriting, 
technical assistance, and help identifying lenders and 
good borrowers. Such networks can at least partially 
erode some of the advantageous economies of scale 
that large private firms have. 


But even if these advantages help publicly oriented banking 
and financial institutions survive and even thrive in a 
capitalist economy, they are unlikely to be large enough to 


fully overcome the enormous biases in the United States’ 
support of private banking. A level playing field for public 
banks is necessary for these other advantages to kick in. 


A BRIEF SURVEY OF SOME PUBLIC BANKING INITIATIVES 
ACROSS THE UNITED STATES 


The Public Banking Institute (PBI) tracks public banking 
initiatives across the United States.* In the last few years 
there have been initiatives in almost twenty states to pass 
legislation to authorize or create public banks of various 
kinds. These include municipal banks, which typically 
operate with initial funding from the excess cash held by 
city governments; partnership banks at the city or state 
level that receive initial public funding and use this funding 
to support lending by CDFIs and other publicly oriented 
financial institutions; public investment banks to channel 
public and privately raised funding to longer-term 
investments in housing, green power supply, and other 
areas; and deposit-taking retail banks that focus on serving 
the community. To give a good sense of some of these 
initiatives, here are a few examples. 


California 


California has been a center of the public banking effort in 
the United States, and its recent successes have inspired 
public banking activists in other states.*® These efforts 


evolved first from the foreclosure crisis following the Great 
Financial Crisis in 2007-2009, and then received new 
energy from the grassroots movement advocating for 
divestment against the Wall Street banks supporting the 
Dakota Access Pipeline Project. The idea of divestment 
brought up an important question: where could local 
governments keep their funds instead? The lack of 
alternatives to Wall Street banks gave rise to the Public 
Bank LA initiative, which began a campaign to establish a 
municipal bank that would be owned by the city of Los 
Angeles and would manage city funds in the public interest. 

One of the first major accomplishments of Public Bank 
LA was to facilitate a city referendum to form a public 
bank. Although the referendum fell short at 44.15 percent 
support, this momentum was translated into the formation 
of the California Public Banking Alliance, a coalition of ten 
public banking grassroots groups across the state.*2 This 
alliance developed and fought for legislation that would 
authorize the creation of municipal and regional public 
banks. 

In 2019, this coalition won a great victory: the state of 
California passed the first municipal banking legislation in 
the country, AB 857, authorizing the state to charter ten 
municipal banks over seven years. This victory set in 
motion actions by public banking organizations in multiple 
California municipalities and several regions to attempt to 
establish municipal and regional public banks. 


The precise forms of the municipal public banks that will 
be created are still not determined—they are likely to be 
“partnership” public banks, similar to the Bank of North 
Dakota model. The municipalities will deposit some or all of 
their cash balances in these banks, and they will use these 
funds, presumably supplemented by other resources, to 
lend to credit unions, CDFIs, and community banks to 
expand their ability to provide credit for important, 
marginalized activities. 

This legislation was followed by a second victory, the 
passage of the Public Banking Option Act (AB 1177), which, 
according to the California Public Banking Alliance, is 
“landmark legislation guaranteeing universal free banking 
access to all Californians. AB 1177 sets into motion the 
creation of the CalAccount program guaranteeing all 
California residents access to basic banking services 
without fees or penalties. The California Public Banking 
Option Act addresses the inequities in financial services 
acutely felt by communities that have been hardest hit by 
the pandemic and _ recession, inequalities such as 
discrimination, predatory lending, and vicious spirals of 
debt.” 22 

The passage of these two pieces of legislation has 
inspired public bank groups in other states. An important 
lesson from California is that a broad coalition with 
intensive organization and persistent activity is necessary 
to pass and implement such legislation over the opposition 
of the Bankers’ Club, going up against the inertia of the 


ideological prejudices and risk aversion characteristics of 
many key officers in legislatures and state and local 
bureaucracies. 


Philadelphia, Pennsylvania 


Public banking advocates in Philadelphia, like those in 
California, express strong dissatisfaction with the 
investment practices of Wall Street banks, which they 
argue do not align with the values of many residents of the 
city. A coalition of institutions and groups, including the 
Philadelphia Public Banking Coalition and Public Banking 
Pennsylvania, formed to develop and push for the 
establishment of a public bank in Philadelphia. In 2016, city 
council member Derek Green introduced a _ resolution 
authorizing the council’s Committee on Commerce and 
Economic Development to hold hearings on public banking. 
The bank’s proposed focus would be on renewable energy 
and energy efficiency, low-income housing, cooperative 
business development, enterprise development for living 
wage provision, among other goals. The feasibility of 
establishing a public bank for Philadelphia was analyzed in 
two separate feasibility studies that returned positive 
analyses of the plan.2+ A breakthrough was achieved in the 
spring of 2022 when the Philadelphia City Council 
overwhelmingly approved a resolution calling for the 
establishment of a public bank and the creation of a 
Philadelphia Public Financing Authority (PPFA). For a 


municipal bank in Philadelphia to be operational, it needs 
to obtain a charter from the commonwealth, generate 
deposits, acquire sufficient capital to cover any losses, and 
have a business plan to avoid failure. This is a lengthy pro- 
cess. In the meantime, the PPFA would invest in projects to 
benefit the local community. According to the city council’s 
resolution, the PPFA would have a board consisting mainly 
of community members, an innovation in governance. 
However, the mayor of Philadelphia has refused to let the 
PPFA move forward, so the public banking initiatives are in 
limbo for now. But activists are optimistic that it will go 
forward. 


New Jersey 


New Jersey is another state where significant developments 
have been taking place but where’ progress _ has 
unexpectedly stalled. In 2019, the Democratic governor 
Phil Murphy, who is widely known for his previous role as a 
Goldman Sachs executive, signed an executive order, EO91, 
to create a fourteen-member board (also referred to as 
implementation board or task force) whose mission is to 
develop a set of recommendations for the governor’s 
consideration to establish a state-level public bank. 

New Jersey Citizen Action (NJCA) is one of the grassroots 
organizations involved in public banking efforts>2 and has 
identified affordable housing, renewable — energy 
investment, small business support, disaster relief, and 


refinancing of student loans as priority areas. The 
implementation board met throughout 2020-2021 to 
identify a structure for the public bank. 

Some analysts suggest that the BND model cannot be 
directly replicated in New Jersey, given that there are 
significant differences in the economic and institutional 
landscape between the two states.22 New Jersey already 
hosts several public financial entities in the areas of 
economic development, housing, environment, 
transportation, and construction.2* The approach may need 
to identify gaps or to pursue a strategy of consolidation of 
these agencies. NJCA calls for a “homegrown effort” that 
takes the sophisticated public financial terrain of New 
Jersey into consideration.22 In 2021, Murphy narrowly won 
reelection and has been expected to fulfill his commitment 
to establish a public bank. But the initiative remains 
stalled, and its outcome is clouded. 2° 


New York State 


New York State hosts important initiatives to establish 
public banks at local and state levels. The state introduced 
the New York Public Banking Act (S5565/ A9665), similar 
to California’s AB 857, which aims to facilitate the creation 
of public banks at city and county levels across New York 
State. The bill authorizes the New York State Department 
of Financial Services to issue public bank charters to New 
York cities, counties, and regions. If it passes, the bill will 


make it easier for local governments to create their own 
public banks while requiring public banks to comply with 
certain financial and ethical standards. For instance, public 
banks would be prohibited from lending to the fossil fuel 
industry, weapons manufacturers, defense contractors, 
private prisons, immigration detention facilities, and 
companies that engage in tax avoidance or exploitative 
labor practices. Besides this, the bill creates a regulatory 
framework for municipal banks with strong governance and 
oversight provisions. 2“ 

There is also an attempt to establish a state-level public 
bank sponsored by Senator James Sanders Jr. (S9044). This 
bill would establish a state of New York Public Bank that 
would use public funds for increasing access to credit and 
capital in underbanked and economically disadvantaged 
communities. Under this bill, as in the BND model, the 
public banks will act as a banker’s bank, partnering with 
community banks, credit unions, and loan funds to leverage 
public deposits to support local businesses and other 
financing needs such as affordable housing. 

A powerful coalition formed in New York City to push for 
the creation of a New York City public bank. 22 Public Bank 
NYC is a coalition group representing more than thirty 
advocacy groups, including the New Economy Project, 
which has been organizing for several years to this end. 
Andy Morrison, New Economy Project’s associate director, 
told Demos: “It’s going to support the institutions that are 
owned by community members that are building wealth 


locally. It would be the city’s bank, and by leveraging the 
city’s immense resources, that public bank can partner 
with our community-owned credit union to scale up 
services and reach more people.” Through this model, 
consumers and small businesses could expand their direct 
relationships with community-based institutions for their 
banking services. These community banks and credit 
unions would be backed by the public bank, with the idea 
of creating a deep pool of capital to serve the community 
and increase access to banking and credit for low-income 
communities and communities of color. The public bank 
would create an alternative mechanism for depositing and 
reinvesting public funds that would be configured to serve 
communities of color, both in terms of its portfolio and its 
governance. In addition, the public bank would be 
governed democratically. It would be governed in a way 
that reflects the mission of racial justice and community 
wealth building. Its board of directors would include 
government officials, and, importantly, community leaders 
representing low-income communities and communities of 
color. 

All these initiatives face significant challenges. For 
example, the proposal to create a New York public banking 
network, like California’s, would authorize cities to apply 
for public banking charters. This bill has been sponsored 
for four years by Queens, New York, state senator James 
Sanders Jr., and every year it has gotten tied up in the 
Democrat- controlled state senate. In 2022, the bill had 


thirty cosponsors, but it still did not make it out of 
committee. Instead, the leadership of the state senate has 
only agreed to fund a study of the bank, but, as one of our 
interviewees noted, “studies are where bills go to die.” A 
major reason this bill has not gone anywhere has been 
opposition from private banks and banking organizations. 
For example, the Independent Bankers Association of New 
York sent an opposition memo on the public banking bill 
claiming that “a critical consideration is not only taxpayer 
cost but also the inherent risk ... which would be 
backstopped by taxpayers.” The group also claimed that 
the public bank could hurt local community banks “who 
would be unable to compete with the salary, healthcare and 
pension benefits that would be available to employees of a 
state bank.”22 State records also list several big banks, 
including JP Morgan, Capital One, and HSBC, as having 
hired firms to do direct lobbying on bills in Albany, 
including the public banking measures, over the last three 
years. & 


Other Initiatives 


The failures of roaring banking, the many unmet needs of 
communities and households, and the California activists’ 
successes in pushing forward public banking legislation 
have inspired activists in other states to try to create public 
banking institutions at the state, municipal, or regional 
levels. Recent, promising efforts include New Mexico, 


Colorado, and Massachusetts. The California successes 
signal that a broad-based, active, and powerful movement 
is necessary to overcome the considerable challenges that 
these initiatives face, including the relentless opposition of 
the Bankers’ Club and the broad ideological prejudice 
against state intervention in private financial markets. 


Strengthening Public Banking Efforts 


Private banks get significant support from the government, 
including the Federal Reserve. This not only includes 
bailouts in time of extreme crisis, but access to borrowing 
from the Federal Reserve for member banks, deposit 
insurance, and even technical support in many cases. 
Public banks are at a great disadvantage unless they can 
get comparable assistance. Public banking activists are 
aware of this conundrum. 

We asked the activists what form of support they would 
expect to receive from the Federal Reserve. The most 
mentioned support was “access to overnight/discount 
lending window.” The discount window is a Fed facility 
providing credit for private (member) banks. We also asked 
our activists which other institutions besides the Fed could 
provide support and in what form. A common response was 
that Congress should appropriate general funds to provide 
grant funding to capitalize and facilitate the development 
of local and state public banks. Many activists also hoped 
to obtain promises from state and local pension fund 


managers to allocate a portion of their pensions for 
investment into public banks. 


FEDERAL-LEVEL LAWS AND INSTITUTIONS 


State and local efforts are extremely important for realizing 
the goal of “finance for the rest of us.” Many of the 
economic issues facing communities and households have a 
local reality and can be most directly addressed locally and 
regionally. Moreover, local and state action is becoming 
more salient and viable as federal action becomes more 
difficult to achieve politically. Still, critical interventions at 
the national level will be necessary to achieve viable local 
publicly-oriented financial institutions, and also to address 
many of our biggest problems that can only be solved at the 
national (and sometimes, global) level. Thus, national 
initiatives to directly address issues such as climate change 
and financial marginalization, as well as to support local 
efforts for “banks without bankers,” are required. 
Thankfully national efforts are underway. 


Public Banking Act 


Most directly related to local public banking initiatives is 
the Public Banking Act (PBA; HR 8721). The PBA was 
introduced to the Congress in October 2020 by 
Congresswomen Rashida Tlaib and Alexandria Ocasio- 
Cortez, with the support of nine other Democratic members 


of the house. It aims to enable and encourage the creation 
of public banks at state and local levels by establishing a 
comprehensive federal regulatory framework and grant 
programs, and supporting the financial infrastructure. 
Although the bill does not create new public banks, it 
encourages the creation of public banks by providing top- 
down support for bottom-up local initiatives. 

Under the PBA, public banks can become members of the 
Federal Reserve. In addition, this legislation presents a 
pathway for  state-chartered banks to gain _ federal 
recognition and identifies a framework for public banks to 
interact with postal banking (where the USPS serves as a 
bank), or FedAccounts (where everyone gets an account 
with the Fed through which they could receive direct 
payments, such as COVID-19 stimulus checks, from the 
government). The bill also introduces regulations on 
several important issues, such as lending rules and 
regulations regarding excluded and marginalized groups, 
ecological sustainability, and data reporting. For instance, 
it establishes a cap of 15 percent interest rate on any 
public bank lending product and prohibits fees and 
minimum balances on consumer accounts. It also prohibits 
public banks from engaging in or supporting fossil fuel 
investment. In addition, it directs the Fed to develop 
regulations and provide guidance to ensure that public 
banks’ activities remain consistent with climate goals and 
are universal and comprehensively include historically 
excluded and marginalized groups.“ 


A key feature of PBA is that it recognizes the need for 
more federal-level support for public banking initiatives at 
state and local levels spread throughout the country. This 
legislation also encourages both the Fed and the Treasury 
to support the financial infrastructure outside of their 
typical modes of action. Finally, the bill, irrespective of 
whether it will be signed into law or not, does a huge 
service to the public banking movement by increasing 
national awareness about the concept of public banking. 


Fed Accounts 


The Banking for All Act aims to address the lack of access 
poor and marginalized groups have to basic banking 
services such as check cashing, electronic funds sending 
and receiving, and savings. Sponsored by Senate Banking 
Committee member Sherrod Brown, this legislation would 
allow the general public to set up FedAccounts at local 
banks and post offices. The account holders would receive 
an array of essential banking services, including debit 
cards, online banking services, automatic bill paying, and 
ATM access at post offices. The bill aims to eliminate the 
reliance on expensive check cashers by allowing Americans 
to set up free bank accounts. FedAccounts would not be 
subject to fees or minimum or maximum balances and 
would be managed by the Federal Reserve. 


Postal Savings Banking 


Another piece of legislation that aims to address financial 
exclusion is the Postal Banking Act (S 4614). Sponsored by 
Senator Kirsten Gillibrand and supported by Senator 
Bernie Sanders, this legislation aims to reestablish postal 
banking to provide financial security to millions of 
Americans in low-income and rural communities. As a by- 
product it would support the USPS by generating new 
revenue sources. Unsurprisingly, this legislation has been 
stalled by vociferous opposition from the Bankers’ Club. © 


National Infrastructure Bank 


The National Infrastructure Bank Act (HR 6422) is federal- 
level legislation that aims to capitalize a national public 
bank with $500 billion in US Treasury securities. This bill is 
cosponsored by Representatives Danny Davis and Seth 
Moulton and is supported by a group called Coalition for 
the National Infrastructure Bank (NIB). Under this bill, the 
bank would provide credit only for infrastructure projects 
with a maximum 2 percent interest rate cap. This bill is 
modeled on Roosevelt’s Reconstruction Finance 
Corporation, which funded the national reconstruction 
efforts during the Great Depression. According to the 
advocates, this bill is projected to create $4 trillion in bank 
credit that can be used to rebuild the country’s 
infrastructure, including transportation infrastructure, 


power grids, clean water, and air infrastructure, and 
investment in new schools and affordable housing. The bill 
also projects that NIB would run a net profit of about $80 
billion per year, which can be recycled into financing the 
infrastructure needs further. 

None of these bills has yet advanced in Congress. 


National Green Bank 


But here is a bill that has passed. The Inflation Reduction 
Act, passed in the summer of 2022, contains a provision to 
initiate the creation of a National Green Bank. Twenty- 
seven billion dollars is committed to create a greenhouse 
gas reduction fund to help launch a national green bank. 


Public Financial Infrastructure 


There are other components of our financial infrastructure 
that might benefit from public institutions. For example, to 
counter the conflicts of interest problems facing the credit 
rating agencies such as Moody’s and Standard and Poor’s, 
the government could create a public credit rating agency 
that would not be paid by the investment banks who were 
promoting their products.®= As another example, to reduce 
the marketing of dangerous or fraudulent financial 
products, the government could establish a Financial 
Stability and Product Safety Administration to ensure that 


financial products are safe before they are introduced into 
the economy. “4 


Other Federal Areas in Dire Need of Reform 


Student Loans present a significant problem for many 
students and families. In 2023, there was $1.75 trillion 
in student loans outstanding; more than 90 percent of it 
was borrowed from the federal government. For many 
students, this outstanding debt has become a serious 
obstacle to further education and to afford key goods 
and services, such as housing. Much of the problem is 
due to the high cost of secondary education and the 
cutback of government support for higher education. 
But some of it stems from excessively high interest 
rates and fees from private loan servicing 
intermediaries. While the big problems and solutions 
will require debt forgiveness and policies to make 
higher education more affordable, a public option in 
debt administration and servicing could make a 
noticeable dent in the problem. 


Health Insurance: The cost of health care is notoriously 
high in the United States, and, as with education, the 
problems in health care are deep-rooted and complex. 
Here, too, a public option—national health insurance— 
has been shown to be the most cost efficient and 
equitable approach to paying for health coverage. © 


The Federal Reserve: Don’t We Already Have a National 
Public Bank? 


The answer, strangely enough, is “yes and no.” The Federal 
Reserve, the US central bank, creates the United States’ 
money supply. In other words from Willy Sutton: the Fed is 
really where the money is.® This gives the Fed a huge 
capacity to finance’ social goods and _ economic 
transformation. We have seen the Fed use its firepower to 
the tune of trillions of dollars it has spent bailing out 
financial institutions during financial crises. We also saw 
the Fed use its financing capacity to support the United 
States’ victory over fascism in the Second World War by 
buying government bonds to keep the interest rate fixed at 
a low level. And, more recently, the Fed, in coordination 
with the US Treasury Department, created billions of 
dollars of special financing arrangements to help small 
businesses and state and local governments survive the 
COVID-19 shutdowns. 

Yet, since the time of the United States’ first national 
bank established by Alexander Hamilton, major political 
fights have raged over whether there should be a public 
national bank. This political battle delayed the creation of 
the Federal Reserve by decades and led to restrictions on 
the Fed’s powers. Many of those restrictions have since 
been lifted due to the recognition that the United States 
needs a national public bank, especially in times of national 
emergencies like World War II and the COVID pandemic. 
Still, strong opposition remains, including pushback from 


the Bankers’ Club. Much of this opposition is wrapped in 
the language of protecting the Federal Reserve’s 
“independence.” 

We have identified major projects of national importance 
that require significant amounts of financing: foremost 
among these are making the investments we need to avoid 
catastrophic climate change and supporting the economic 
redevelopment of impoverished urban and_ééé£@rural 
communities. Historically, central banks have played an 
important role in helping to galvanize and finance 
“developmental” projects such as these. In Europe, Japan, 
and even the United States after World War II, and in many 
of the most successful developing countries in Asia, such as 
South Korea, China, and Taiwan, in the late twentieth 
century, central banks, usually in coordination with their 
governments, played important roles as agents of economic 
development. ® These projects created needed social goods 
such as housing, important infrastructure such as roads 
and transportation, and the creation of new technologies 
and manufacturing capacities. Often these projects were 
carried out with the assistance of special-purpose public 
development banks. % 

For example, the Federal Reserve has many tools it could 
use to help support the US economy’s transition to a fossil 
fuel-free energy system. The Fed could purchase “green 
bonds” issued by public and private institutions that are 
playing a critical role; it could offer loan guarantees on 
green-transition public-private projects such as expanding 


the national network of electric vehicle chargers; it could 
use its regulatory tools to nudge private investments in the 
green transition.® And the list of possibilities goes on. 

The historic opposition to having a national public bank, 
for example, in the form of enhanced Federal Reserve 
mandates and powers has been partly based on legitimate 
concerns about the undue concentration of financial power, 
including undue power in the hands of financial elites, for 
example, the Bankers’ Club. As I hope I have made clear, I 
believe these concerns to be well taken. But they do not 
imply that the Federal Reserve should be prevented from 
supporting needed national development projects. 
Addressing these concerns means that the Federal Reserve 
needs to be made more accountable to the rest of us. 


Making the Fed More Accountable and Democratic 


Making the Federal Reserve more democratic, accountable, 
and truly responsive to the needs of the public will require 
both strengthening the bonds of accountability that 
currently exist, while broadening the types of effective 
voices at key institutional levels.“ It will also require 
overcoming the defense of the Fed’s status quo based on 
simplistic arguments about “Federal Reserve 
independence.” In chapter 7, I argued that so-called 
Federal Reserve independence means Federal Reserve 
dependence on the banks, which pushes the Fed into the 
Bankers’ Club. For the Fed to play an effective public role, 


it must coordinate its policies to a greater extent with the 
government—as it did during World War II and then again 
during the COVID crisis when it tried to assist “Main 
Street” and local governments. 

Integrating the Fed more with important government 
initiatives does not necessarily mean more centralization. 
The Federal Reserve is a decentralized system, having its 
main power with the Board of Governors in Washington, 
but also with a system of twelve regional Federal Reserve 
Banks. 

Empowering the regional Federal reserve Banks (FRB) to 
become more active in supporting local and regional 
projects—for example, helping to support local public 
banking efforts—would promote public development goals 
on a more decentralized basis.“ 

Creating a Federal Reserve that truly acts in the public 
interest also means making the decentralized Federal 
Reserve System more effective and subject to broader 
voices in society, especially workers and people of color. 
When Congress created the Federal Reserve System in 
1913, it made commercial banks the owners of the regional 
Federal Reserve Banks and loaded up their boards with 
local bankers and businessmen.” Until the Dodd-Frank Act 
of 2010, when the commercial bankers were no longer 
allowed to formally participate in the selection of the 
regional bank presidents, the basic ownership and regional 
board structures were unchanged. 


There have been periodic attempts from community and 
labor groups to get more representation at the Federal 
Reserve. In the 1990s, the AFL-CIO implemented an 
initiative to get more labor union members appointed to 
FRB boards. Sheldon Friedman of the AFL-CIO, along with 
Tom Schlesinger, an activist and director of the Financial 
Markets Center, recruited labor union members to run for 
board membership. @ 

There have been some more recent and promising efforts 
to broaden the orientation and representation on regional 
bank boards, especially around issues of race and ethnicity 
and climate change. The FedUp coalition and Americans for 
Financial Reform (AFR) have been contesting nominations 
to the Board of Governors and the regional Federal 
Reserves, and promoting more Federal Reserve actions to 
improve racial justice, environmental sustainability, and 
public investment. 4 

Still, one can reasonably ask: What does it mean to 
democratize the Fed when the US political system itself is 
far from democratic? Would it help to make the Federal 
Reserve more accountable to Congress when Congress 
itself is so vulnerable to influence from wealthy donors, 
including the Bankers’ Club? Would it help to make the Fed 
better coordinate with the executive branch if the 
undemocratic aspects of the voting system—including the 
biases in the electoral college system and increased levels 
of voter suppression in the states—have a _ significant 
influence on who holds office? 


To truly bust the Bankers’ Club and create finance for 
the rest of us, we will have to tackle our democracy 
problem writ large. 
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Busting the Bankers’ 
Club and Restoring 
Democracy 


As this book has shown, our current financial system is 
destructive and works primarily for the rich and the 
financial elite. How do we make it work for the rest of us? 
The previous two chapters provide a rich menu of policies 
and financial reforms, including a vision of a diverse 
ecosystem of public, private, and public-private financial 
institutions focused on socially oriented finance. Together, 
these policies and reforms could create a financial system 
that is more stable, more efficient, more productive, and 
more widely shared—a financial system that works for all. 
But there is another, more ominous message that I try to 
drive home in this book. The pathways to such financial 
reforms and restructuring are largely blocked by the 


political and economic power of the roaring banks and their 
army of defenders, the Bankers’ Club. To bring about a 
fairer and socially productive financial system, we have to 
clear out these obstacles. We have to bust the Bankers’ 
Club. 

That sounds like a good idea, but to break up the Club 
we must have a political system that works for the rest of 
us. In other words, we must restore democracy. How, you 
might ask, do we restore democracy when it is being so 
powerfully manipulated by corporate elites, including from 
the Bankers’ Club? Here we have the rub, the chicken and 
the egg, the Catch-22—that place where so many 
blueprints for economic reform and last chapters of books 
like this go to die. 

What to do? Archimedes is supposed to have said, “Give 
me a place to stand, and a lever long enough, and I will 
move the world.” To bust the Bankers’ Club and create 
finance for the rest of us, we will need many levers and 
many places to stand. We will need a multitude of plans and 
initiatives and agents for change that move things forward 
and chip away at the power of the Club. Having many 
reform initiatives from many places and pushed by many 
politicians, regulators, activists, and academics can work 
because even if the Bankers’ Club blocks some, others will 
get through. These reforms will eventually reach a tipping 
point and fundamentally transform our destructive financial 
system. But for this to work, we often will have to pull 


these levers together, for some are way too heavy to pull 
alone. 

This sounds like a good plan. But this strategy will never 
work unless we understand the power of the Club and aim 
our efforts directly at diminishing and ultimately destroying 
its ability to block real change. We have to find levers to 
reduce the power of the Club while reforming finance at 
the same time, since these will go hand in hand. 


THE SOURCES OF THE ROARING BANKERS’ POWER 


To bust the Bankers’ Club, we must be clear-eyed about the 
sources of the bankers’ power and about the fuel that 
drives the Bankers’ Club. As I hope I have made clear in 
these pages, the key source is the enormous amount of 
money and wealth that roaring banks generate and that 
they can use to fund politicians; provide lucrative jobs 
through the revolving door; hire armies of economists, 
lawyers, and public-relations and media mavens; and 
create an aura of fame, fortune, and invincibility that helps 
to recruit and retain Club members. 

I have described the ways roaring banking accumulates 
its vast wealth. First and foremost are the financial 
subsidies and bailouts that the Federal Reserve provides to 
protect the roaring banks and bankers, allowing them to 
pursue risky bets and investments almost willy-nilly and 
maintain their wealth and income even after wrecking the 
economy. The tax system also supports the wealth 


accumulation by roaring bankers and the Bankers’ Club. 
These include tax deductions for debt, which increases 
demand for bank loans; lower tax rates on capital gains 
than wage income; the carried interest exclusion which 
helps private equity firms and hedge funds pay low taxes 
because their income is taxed as a type of capital gain, 
which has a lower rate; ease of tax evasion through 
offshore tax havens due partly to lax enforcement; and the 
lack of taxation of unrealized asset appreciation. These tax 
considerations enhance the accumulation of wealth by all 
wealthy people, and they especially help finance the 
Bankers’ Club. Finally, we have additional care and feeding 
of the big banks by the Federal Reserve. The Fed often uses 
its monetary policy to raise interest rates or lower them— 
depending on the state of the economy—in order to protect 
the bankers and other members of the top 1 percent. 

The roaring banks also have structural power—the Club 
—because they are allowed to have strategic locations 
within the economy without competition from a public 
option. These strategic positions include the banks’ key 
roles in the payments system and a provision of credit 
facilities for state and local governments. The Federal 
Reserve and Treasury support these strategic monopolies 
by making implicit guarantees of these markets and roles 
and by refusing to create public options for this 
infrastructure. 

The key, therefore, to bringing about significant financial 
restructuring is to undermine these sources of the bankers’ 


money, income, and wealth, in order to reduce the roaring 
bankers’ ability to fund the Bankers’ Club. This will help to 
erode their political power and help clear the way for 
significant financial reform. 

Note that this strategy is quite different from reform 
strategies that advocates often propose. Advocates 
sometimes claim their proposals will make everyone better 
off, that there will be no losers. But I am arguing that, in 
order to implement the proposals at all, we are going to 
have to erode the income and wealth of the bankers as we 
go along. Otherwise, they will be able to block the reforms. 

Of course, in some cases, reforms will make (almost) 
everyone better off, even some members of the Bankers’ 
Club. Owners of small businesses, who sometimes actively 
support the Club (or stand on the sidelines) would benefit 
significantly from the types of reforms and public financial 
initiatives proposed here. So they can be convinced to leave 
the Club. Likewise, some with large savings or pensions, 
who don’t understand the ways in which the Club 
endangers the economy and their children’s futures, can be 
convinced to leave the Club. Importantly, many small and 
community banks who often side, almost by default, with 
the mega banks that control the Bankers’ Club are actually 
harmed by many of the mega banks’ actions. For example, 
when the big banks get bailed out by the Treasury and the 
Federal Reserve, while the smaller banks do not, this gives 
the big banks a sizeable advantage in attracting deposits 
and expanding their business since depositors will realize 


that the big banks are safer than the smaller ones. Small 
and community banks may also be convinced to part ways 
with the Bankers’ Club. 

But still, if we cannot restrict the wealth going to the 
biggest bankers, hedge funds, private equity firms, and 
asset managers—or severely limit the degree to which they 
can use this wealth to finance the Bankers’ Club—then it 
will be very difficult to bust the Club. 

If this sounds like a tall order, that’s because it is. But it 
is not quite so tall as it seems. There are numerous tools 
we can use to help us get there. In fact, many of the 
policies, reforms, and restructuring ideas already discussed 
in previous chapters will themselves help to weaken the 
Club. Meaningful financial regulation will limit the 
excessive profits and pay of the roaring banks, thus limiting 
the payoffs they can give to politicians and regulators; 
publicly oriented financial institutions will compete with 
roaring banks and help to regulate them and reduce their 
market power, once again limiting the payoffs they can 
make and helping to build political constituencies to oppose 
them. Publicly oriented financial institutions which can 
provide key financial services to the economy can help us 
credibly shrug when the bankers threaten to go on credit 
strike or move to London. Having alternative sources for 
financial services will enhance the ability of the Federal 
Reserve to refuse to bail out the roaring banks and the 
markets they thrive in. Limiting the size of the roaring 
banks through, for example, a new Glass-Steagall Act will 


allow the Fed to “just say no” when the banks come hat in 
hand to the Fed. Bringing more accountability to the 
Federal Reserve and enlarging its constituency of publicly 
oriented financial institutions will weaken the ties between 
the chairman of the Club and the Bankers’ Club itself. It 
could also reduce the massive subsidies that the Fed gives 
to roaring banking, reducing the “walking around money” 
the bankers can give to politicians and pundits. Expanding 
prohibitions on politicians, regulators, and congressional 
staffers getting jobs through the revolving door and 
expanding the criminal prosecution of financial white-collar 
crime will reduce the allure of joining roaring banking and 
the Bankers’ Club. All of these will limit the ability of 
Bankers’ Club members from cashing in on services to the 
banks. 

Note that this approach identifies a largely unrecognized 
but critically important function of financial reform. I have 
discussed three key objectives for financial reform and 
restructuring. One is to greatly reduce the frequency and 
severity of financial crises. A second is to create a financial 
system that allocates credit and financial services more 
efficiently to serve the genuine needs of our economy and 
the people in it—needs like productive investment, 
affordable housing, retirement, job creation, addressing 
climate change, and education. A third objective is to 
operate in such a way to reduce glaring inequalities among 
classes, racial and ethnic groups, and gender distinctions. 
Far from being a major engine of income and wealth 


inequality, finance should become a tool to reduce these 
glaring disparities. 

And now we have a highly significant fourth objective of 
financial reform: to reduce the money flow that finances the 
destructive Bankers’ Club. If successful, this means that 
financial reform can become a self-sustaining mechanism to 
the extent that it itself can help to sweep away some of the 
powerful political obstacles in its way by helping to turn off 
the Bankers’ Club’s money spigot. 


THE TRANSFORMERS 


But who is going to do this? Who is going to manufacture 
these levers and build these places to stand in the fight 
against the Bankers’ Club? There are plenty of people and 
groups, some of whom I have profiled in this book, who are 
already hard at work on this. Perhaps you will join them. 
These politicians, experts, and activists are making a 
difference. And many of the policies and reforms they 
propose, to the extent they can be implemented, will both 
help create a better financial system and weaken the power 
of the Bankers’ Club. These reforms will build on 
themselves, creating momentum, enabling them to be 
sustained, and clearing the pathway for more reforms and 
transformational policies to take place. In doing so, they 
will also help to restore democracy to our corporate- 
dominated political system. 


RESTORING DEMOCRACY AT LARGE 


Of course, truly taming the power of the Bankers’ Club will 
require much more than limiting the money flow and 
reducing the bankers’ threats. It will require significant 
progress on restoring democracy at large. 

We have become increasingly aware of multiple ways in 
which our political system is not even close to being 
democratic. The destructive impact of the Citizens United 
Supreme Court case that unleashed a torrent of business 
and finance money into the political system is well known, 
and of profound importance. But on top of that, we are 
increasingly discovering the myriad other ways in which 
the system distorts and limits our ability to bring about 
political change. Mt. Holyoke political scientist Douglas 
Amy’s wonderful website, Second Rate Democracy, lists 
and analyzes many problems with the current US political 
system, including voter suppression, especially of Black 
citizens and other racial minorities; the electoral college; 
the structure of the Senate, including the filibuster; and 
gerrymandering; among many others.+ Trump’s “Big Lie” 
has motivated large numbers of “street fighters” to try to 
interfere with elections and the counting of the votes. The 
right-wing Republican super majority on the Supreme 
Court may well join them. These gathering forces are 
threatening to endanger our democracy even further. 

As a key part of the struggle for democracy, electoral 
work is central. The Bankers’ Club and its allies have 
organized politicians at all levels of government, even down 


to the level of state attorneys general and city mayors. To 
oppose the power of the Bankers’ Club and the more 
general assault on democracy, working for political 
candidates that support democracy and publicly oriented 
policies, including “banks without bankers,” is critical. 

But, how to truly restore democracy is a big, big task, 
and more than I can tackle, here or anywhere else.* The 
important point here is that weakening and eventually 
breaking up the Bankers’ Club depends on the success of 
many of these broader fights. At the same time, it is 
important to recognize that the fight against the Bankers’ 
Club itself also contributes to the fight for democracy. 


REFORM VERSUS REVOLUTION 


The strategy for change I have described is one of 
incremental change, change operating in fits and starts 
from multiple places with the hope that these will ripple 
out and lead to the tipping point of an accelerating pace of 
financial and social restructuring. But it is an incremental 
change with a bite: it is designed to reduce the resources 
available to the Bankers’ Club along the way. 

Such an approach may seem naive and ineffectual to 
those looking for quick fundamental change to our financial 
system. Some would argue that either we need a big bang, 
or we will get nothing at all. Some argue that only a 
massive financial crisis will mobilize the political forces and 


the political will to truly bring roaring banking and the 
Bankers’ Club under control. 

While I am sympathetic to these arguments, historical 
and contemporary experiences suggest caution. We do not 
have to look very far in the past to recognize that economic 
crises are just as likely to lead to an increase in the power 
of the right, or even the far right, as they are to increase 
the sway of progressives and their ideas. Looking around 
the world, we saw this in the 1930s and once again, looking 
worldwide and in the United States more recently, we find 
much evidence that things can swing either way. 

Importantly, continuing to build on the successes that the 
Club Busters have already achieved will contribute to our 
being in a better position when the next crisis happens. 

We can see this already succeeding. The work and 
organizing that multiple groups of Club Busters did after 
the Great Financial Crisis has paid off in terms of providing 
ideas and personnel in Congress and to the Biden 
administration, which has put some important reformers in 
key regulatory agencies, the Treasury Department, and 
elsewhere. Progress toward a better financial system can 
move forward and gather momentum. 

It is crucial to keep the pressure on. Keep working at the 
state and local levels when progress at the center stalls. 

So, grab a lever, clear some ground, join others, and 
start pulling. 


APPENDIX 


The Bankers’ Club 
Assault on the New 
Deal Regulatory 
Structure 


Key Deregulatory Steps 


1978 “Marquette vs. | The Supreme Court allowed banks to apply the 

First of Omaha” usury laws of their home state nationwide. This 
decision set off a race to the bottom of competitive 
deregulation as states competed to eliminate 
interest ceilings so they could be the home for big 
bank lending and credit card companies. South 
Dakota and Delaware, among others, were big 
winners. This resulted in the complete elimination 
of usury rate ceilings for many banking products, 
including credit card rates. The elimination of these 
ceilings is a key factor in allowing massive 
competition for global funds by mega banks, the 
ratcheting up of interest rates facing business 


1980 Depository 
Institutions 
Deregulation and 
Monetary Control 
Act (DIDMCA) 


1982 The Garn-St. 
Germain Depository 
Institutions Act 


1982 The 
Alternative 
Mortgage 
Transaction Parity 
Act (part of the 
Garn-St. Germain 
Act) 


1984 The Secondary 
Mortgage Market 
Enhancement Act 


borrowers and households, and the transfer of 
enormous wealth from people to the banks. 


Legislation increased deposit insurance from 
$40,000 to $100,000, and gave new authority to 
thrift institutions, while calling for the complete 
phaseout of interest rate ceilings on deposit 
accounts. When fully implemented, these two 
changes destroyed the New Deal financial 
regulatory structures with respect to interest rate 
ceilings, ushering in major interest rate competition 
among banks and other financial institutions for 
funds. This competition led to higher short-term 
returns for creditors and depositors, but ultimately 
contributed to massive problems of financial 
stability, starting with the Savings and Loan Crisis 
of the mid-1980s and the Great Financial Crisis of 
2007-2008. 


The Garn-St. Germain Act deregulated thrifts almost 
entirely, allowing them to engage in commercial 
bank lending and allowed them to increase interest 
rates to compete for funds with money market 
mutual funds. This further ratcheted up interest 
rates, leading thrifts and other financial institutions 
to take on more risk and leverage in order to try to 
make profits and high bonuses as their borrowing 
costs increased. This was a Reagan administration 
initiative that passed with strong bipartisan support. 


The Parity Act deregulated home mortgages further 
by authorizing adjustable rate mortgages, balloon 
clauses, and negative amortization loans. It also 
preempted state laws that attempted to regulate 
these activities at the state level. Thus the only 
remaining laws on mortgages were disclosure laws. 


This law removed the legal barriers that had 
blocked the development of the private mortgage 
securities market. Before 1984, Fannie, Freddie, 


(SMMEA) 


1986 The Tax 
Reform Act 


1986 The Financial 
Institutions Reform 
and Recovery Act 


and Ginnie Mae had more than 95 percent of the 
MBS (mortgage-backed securities) market. This law 
was a major turning point. It made private-label 
MBS into permissible holdings for a broad range of 
institutional investors, including national banks and 
pension funds. But because the residential 
mortgages sold into these pools did not meet the 
high GSE (government-sponsored enterprise) 
standards and there was no GSE guarantee, the law 
mandated a substitute. Under SMMEA, these 
“‘nonagency” MBSs required a top rating from at 
least one nationally recognized statistical rating 
organization (credit rating agency). In addition, 
SMMEA required states to treat private-label MBSs 
as equivalent to US government obligations for 
purposes of state laws that would have otherwise 
prohibited banks and S&Ls from buying. It also 
preempted state securities laws, so that the private- 
label MBSs did not have be registered with them, 
“which would have entailed state-by-state review, 
disclosures, and sales restrictions” (Taub 2014, 
229). 


This law allowed mortgage-backed securities to 
avoid double taxation which helped to create a 


strong primary and secondary market in these 
securities. MBSs were a key product for financing 
the housing bubble in the 2000s (Taub 2014, 230). 


This abolished the Federal Home Loan Bank Board 
and the insolvent Federal Savings and Loan 
Insurance Corporation (FSLIC), transferring them to 
the Office of Thrift Supervision (OTS) and the FDIC, 
respectively. The OTS would prove to bea 
particularly bank-friendly regulatory agency, which 
helped to promote “regulatory arbitrage” by which 
banks would shop for the laxest regulator. The OTS 
was So lax that it was eliminated by the Dodd-Frank 
regulation passed in the wake of the Great Financial 
Crisis because it had acted as a major enabler of the 


1989-1993 Swaps 
and Derivatives 
Anti-Regulation 
Rules: Commodity 
Futures Trading 
Commission (CFTC), 
Congress 


1991 The FDIC 
Improvement Act 
(FDICIA) 


1992 The Securities 
and Exchange 
Commission (SEC) 
Adopts Rule 3a 7 


dangerous financial behavior that led to the crisis. 


The Commodity Futures Trading Commission 
(CFTC), at the time headed by Wendy Gramm, a 
conservative economist and the wife of Republican 
senator Phil Gramm, issued a “safe harbor” policy 
statement declaring that the CFTC would not 
attempt to regulate swaps, a type of derivative. 
Soon after, in 1992, Congress gave the CFTC clear 
legislative authority to exempt various types of 
derivatives from the Commodity Exchange Act 
(CEA). The 1992 amendments also clearly stated 
that federal law now preempted any state laws that 
made over-the-counter (OTC) derivatives 
unenforceable, whether as gambling contracts or 
otherwise. In 1993, the CFTC used its new power to 
formally exempt OTC swaps from the CEA of 1936 
and, under the 1992 amendments, from state anti- 
wagering and anti-bucketshop laws as well (Stout 
2011). 


This Act sought to ensure that even Too-Big-to-Fail 
(TBTF) financial institutions would face “prompt 
corrective action” whenever it was perceived that 
shareholder capital was insufficient to protect the 
FDIC and the taxpayer from risk. But the law was 
not effectively written to apply to the gargantuan 
mega banks that would be created later in the 
decade. 


Under the Investment Company Act of 1940, this 
rule expanded the ability of financial institutions to 
create collateralized debt obligations (CDOs) which 
were the key financial product that was used to 
finance the housing bubble in the 2000s. This rule 
made it easier for financial entities that created 
CDOs to avoid being labeled “investment 
companies” which would have subjected them to 
more serious regulation under the Investment 
Company Act of 1940 (Taub 2014, 233). 


1993 The Federal 
Courts Rule in 
Nobleman v. 
American Savings 
Bank 


1994 The Riegle- 
Neal Interstate 
Banking and 
Branching Efficiency 
Act 


1996 The Federal 
Reserve 
Reinterprets the 
Glass-Steagall Act 
Several Times 


1998 Brooksley 
Born, New Chair of 
the CFTC, Is 
Stymied by 
Congress and the 
White House 


1999 The Gramm- 
Leach-Bliley (GLB) 


This ruling made it virtually impossible for 
mortgage borrowers to discharge the amount they 
owed to mortgage lenders in bankruptcy court. This 
made mortgage lenders feel more secure and 
probably led to more mortgage lending, while 
making workouts after crises more difficult. 


This act was passed by Congress and signed into 
law by President Bill Clinton. This bill eliminated 
previous restrictions on interstate banking and 
branching and passed with broad bipartisan 
support. The Act aided in the growth of mega banks 
and in the increasing concentration and market 
power in banking. 


The Fed eventually allowed bank holding companies 
to earn up to 25 percent of their revenues in 
investment banking. These decisions, along with the 
Fed’s decision to temporarily allow the Citicorp- 
Travelers merger, left the Congress with a virtual 
fait accompli, forcing their hand in scrapping Glass- 
Steagall. 


Alarmed by several derivative disasters and the 
rapid growth of the opaque and unregulated OTC 
derivatives market (these are traded bilaterally 
rather than on an exchange), the CFTC issued a 
concept release indicating that it might seek to 
exercise regulatory authority over financial 
derivatives. This was a dramatic shift in policy, as it 
implied OTC derivatives might be treated as illegal 
under the CEA of 1936. This alarmed the advocates 
of unregulated derivatives activities Johnson and 
Kwack 2010; Stout 2011; Greenberger 2013). The 
Clinton administration, including Larry Summers, 
Robert Rubin, as well as Federal Reserve Chair Alan 
Greenspan, blocked Born’s attempts to regulate 
derivatives. 


With support from Fed Chair Greenspan, Treasury 
Secretary Rubin and his successor Lawrence 


Act 


2000 The 
Commodity Futures 
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2000 The Justice 
Department 
Abandons Antitrust 
Enforcement 


2001 Interagency 
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and FDIC 


Summers led a bipartisan effort to pass this bill and 
it was signed into law by President Bill Clinton. This 
act repealed the Glass-Steagall Act completely. 


This bill was passed with support from the Clinton 
administration, including Treasury Secretary 
Lawrence Summers, and with bipartisan support in 
Congress. The bill prevented the CFTC from 
regulating most over-the-counter derivative 
contracts, including credit default swaps. It was 
these swaps that played a key role in almost sinking 
the US and world economy in the Great Financial 
Crisis of 2007-2008. Legal scholar Lynn Stout has 
explained that the new law effectively deregulated 
derivatives. She argues that it removed in “one fell 
swoop, a legal constraint on derivatives speculation 
that dated back not just decades but centuries.” 
Stout predicted in 1999 that the unregulated 
derivatives market would create a financial crisis 
(Stout 2011; Taub 2014). 


These anti-predatory lending laws were designed to 
protect people from being subjected to fraudulent 
and misleading lending products, including the 
types of subprime mortgages that ultimately blew 
up in the Great Financial Crisis. The OCC enforced 
“preemption” rules stipulating that the more lax 
federal rules trumped state and local rules, thereby 
preventing many states from trying to protect 
people from this predatory lending. 


The government effectively abandoned antitrust 
enforcement, thereby allowing mega banks to be 
created, often with the consequence of high 
concentrations of market power. 


These regulatory rules allowed banks and thrifts to 
borrow more against subprime and other high-risk 

mortgage-backed securities than they could against 
the same type of whole mortgage loans. This 
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encouraged leverage and the market for mortgage- 
backed securities and related products such as 
collateralized debt obligations (CDOs), securities 
that contained asset-backed securities or derivatives 
or both. Sometimes these contained other CDOs, in 
a pyramid of self-referential complexity. 


This system essentially made most regulations with 
respect to capital and leverage obsolete by turning 
over the regulation of capital levels to the 
investment banks themselves. This rule allowed 
investment banks such as Goldman Sachs, Bear 
Stearns, and Lehman Brothers to hold less capital in 
reserve and increase their leverage. This massive 
increase in leverage was one of the major 
propagating mechanisms of the Great Financial 
Crisis. In addition, this rule gave the SEC the 
obligation to supervise the massive US investment 
banks. But according to postcrisis SEC Chair Mary 
Schapiro, the “SEC did not have the staff, the 
resources ... or the mindset to be the prudential 
regulator of the largest financial institutions in the 
world” (quoted in Taub 2014, 242). 


The SEC’s revision of the Net Capital Rule allowed 
the largest banks to adopt higher leverage than they 
would have otherwise, jeopardizing the banking 
system and economy (Labaton 2008). 


With this law, Congress amended the Bankruptcy 
Code to expand the special treatment that repo cash 
lenders were given in a borrower’s bankruptcy. The 
treatment had previously been extended only to 
repos backed by safe collateral such as US 
government obligations. The new law expanded this 
treatment to private-label MBSs and CDOs which 
led banks like Lehman Brothers to load up on short- 
term (overnight) debt. Repo lenders might not have 
been as willing to supply liquidity for toxic mortgage 
securities if they believed they would be treated like 
ordinary creditors in bankruptcy (Taub 2014, 244). 
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